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One ol the major thrusts of the National Cuniculum Framework for School 
Educatwn-2000 (NCFSE - 2000) is to re-examine and update the content 
and processes of education and bring about qualitative improvement in 
school education. 

Accountancy: A textbook for Class XI presented the basic framework of 
financial accounting in all its aspects. The next step is the logical 
application of the subject matter in maintaining records in different 
forms of business enterprises. 

Considerable efforts have been made to develop an understanding and 
skill in maintaining the books of accounts. On this context helpful 
illustrations and a wide range of graded problems have been given 
throughout the chapters. 

Sincere endeavour has been made to make the present textbook 
Accountancy : Pcuinership and Company Accounts for Class XII useful, 
practical and meaningful for both the teachers and the students. The 
terminology that is used in the published statements of corporate bodies, 
has been used throughout the text. An attempt has been made to create 
and develop a scientific attitude towards the subject, 

The National Council of Educational Research and Training (NCERT) 
will welcome comments and suggestions from students and teachers 
on any aspect of this book for its improvement. 


J.S. Rajput 
Director 

February 2002 National Council of Educational 

New Delhi Research and Training 
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Duties of Citizens 


ARTICLK BIA 

Fundamental Duties - It shall be the duty of evpiy cltUen of India — 

(a) to abide by the Constitution and respect Its Ideals and InsUtutlona, 
the National Flag and the National Anthem: 

(b) to cherish and follow the noble ideals which Inspired our national 
struggle for freedom; 

(c) to uphold and protect the sovereignty, unify and Integrlfy oflndta; 

(d) to defend the country and render national service when called upon 
to do so; 

ie) To promote harmony and the spirit of common brotherhood amongst 
all the people of India transcending religious, linguistic and regional 
or sectional diversities; to renounce practices derogatory to the 
dignify of women; 

Ifl to value and preserve the rich heritage of our composite culture; 

(g) to protect and improve the natural environment including forests, 
lakes, rivers, wild life and to have compassion for living creatures; 

(h) to develop the scientific temper, humanism and the spirit of Inquiry 
and reform; 

(I) to safeguard public properly and to abjure violence; 

(J) to strive towards excellence in all spheres of Individual and collective 
activity BO tiiat the nation constantly rises to higher levels of 
endeavour and aclilevement. 







CONTENTS 


Foheword 

1. Accounting for Partnership 
Basic Concepts 

2. Reconstitution of a Partnership Firm 

3. Reconstitution of a Partnership Firm 
Admission oj a Partner 

4. Reconstitution of a Partnership Firm 
Retir ement and Death of a Partner 

5. Dissolution of a Partnership Firm 

6. Company Accounts 
Issue o f Share Capital 

7. Company Accounts 

Issue and Redemption of Debenture 



GANDHUrS TALISMAN 


“I will give you a talisman.Whenever 
you are in doubt or when the self 
becomes too much with you, apply 
the following test: 

Recall the face of the poorest and 
! the weakest man whom you may 
have seen and ask yourself if the 
step you contemplate is going to be 
of any use to him. Will he gain 
; anything by it ? Will it restore him 
! to a control over his own life and 
destiny ? In other words,will it lead 
to Swaraj for the hungry and 
spiritually starving millions ? 

Then you will find your doubts and 
your self melting away ” 













Chapter 1 


ACCOUNTING FOR PARTNERSfflP 

BASIC CONCEPTS 


learning objectives 

After studying this chapter you will be 

able to ; 

® Dellne partnership and list its essential 
features; 

@ Explain the meaning and list the 
contents of partnership deed; 

® Recognise the relevant provisions of the 
Indian Partnership Act 1932, as 
applicable to accounting in the absence 
of any provision to the contrary in the 
partnership agreement; 

® Prepare partners' capital account under 
fixed and fluctuating capital method; 

® Distribute profit or loss among the 
partners and prepare profit and loss 
appropriation account; 

e Explain how guarantee of a minimum 
amount of profit to a pai'tner is treated 
in the books of accounts; 

® Cany out past adjustments; 

® Explain the meaning of goodwill and 
methods of its evaluation; 

® Describe the accounting implications 
of change in profit sharing ratio; and 

® Explain Joint life policy' in relation to 
partnership accounts. 


A business can be organised in the 
form of a sole proprietorship, a 
partnership firm or a company. 
Earlier, you have studied how to 
prepare Profit and Loss Account and 
Balance Sheet of a sole proprietor. 
If one man was intelligent enough 
and commanded all the resources 
that he needed and also the 
necessary power to do eveiything, 
he would have carried on his 
business as an individual. Alas, this 
is not true in lil’e. Every man needs 
help from others and this is true in 
business which requires huge 
resources for the ongoing expansion 
programmes. Therefore, one of the 
inevitable ways is to form 
partnership by Joining hands with 
person(s) who can complement the 
efforts by bringing in the necessaiy 
intellectual as well as financial 
capital. This chapter Is devoted to 
the basic aspects of partnership 
accounting dealing with the 
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preparation of Profit and Loss Account and Balance Sheet of a partnership 
firm. Although the basic accounting procedure is similar in all cases, there are 
certain special features In the accounts of a partnership firm. In the case of a 
partnership firm, for example, the special features relate to the distribution of 
profl.ts, the maintenance of capital accounts and the adjustments required 
when the firm is reconstituted. In this chapter, we shall study the nature of 
partnership and discuss the basic aspects of partnership accounts like 
preparation of capital accounts, distribution of profits amongst partners and 
change In the profit- sharing ratio of the existing partners along with preparation 
of Profit and Loss Account and Balance Sheet of the partnership firm. 

.1; ^ WatiMre ■ of' Partneiship, 

The sole proprietorship has its limitations such as fimlted capital, limited 
managerial ability and limited risk-bearing capacity. Hence, when a business 
expands or when It is to be set up on a scale, which needs more capital and 
involves more risk, two or more persons Join hands to run it. They agree to 
share the capital, the management, the risk and profits of the business. Such 
mutual economic relationship based on a written or an oral agreement amongst 
these persons is termed as 'partnership'. The persons who have entered into 
partnership are tndivlducilly known as 'partners' and collectively as 'firm'. 

The Indian Partnership Act, 1932 defines partnership as "the relation 
between, persons who have agreed to share the profits of a business canted on 
by all or any of them acting for aU". Based on this definition, the essential 
features of partnership are as follows: 

1. Two or more persons : To form a partnership, there must be at least two 
persons. There is, however, a limit on the maximum number of persons 
who constitute a partnership firm. It should not exceed 10 if the firm is 
carrying on a banking business and 20 if it is engaged in Einy other business. 

2. Agreement between the partners: A partnership is created by an agreement. 
It is neither created by operation of law as in the case of Hindu Undivided 
Family nor by status. The agreement forms the basis of economic 
relationship amongst the partners. The agreement can be written or oral. 

3. Business : The agreement should be for carrying on some legal business. A 
Joint ownership of some property by itself does not constitute partnership. 
However, the Joint ownership of the propeiiy may be used for forming the 
partnership in order, to pursue the business objectives for which the 
partnership is formed. 
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4. Sharing of profits : The agreement should be to share the profits of the 
business. If some persons join hands to cany on some charitable activity, 
it will not be termed as partnership. Of course, the ratio in which the 
partners will share the profits is determined by the agreement or in the 
absence of the agreement; it is shared equally amongst the partners. 

5. Business carried on by all or any of them acting for all: The firm's business 
may be carried on by all the partners or any one of them acting for all. This 
means that partnership is based on the concept of mutual agency 
relationship. A partner is botli an agent (he can, by his acts, bind the other 
partners) and a principal (he is boimd by the acts of other partners). The 
Implication of this is that partner binds others and others bind him in the 
same way. Further implication of this is that each partner is entitled to 
participate in the conduct of business affairs and act for and on behalf of 
the firm. 


! 1.2 Pe^nefsliip Deed 


1.2.1 Meaning 

A partnership is formed by an agreement. This agreement may be written or 
oral. Though the law does not expressly require that there should be an 
agreement in writing but the absence of a written agreement may be a source 
of trouble in managing the affairs of the partnership firm. Therefore, a 
partnership deed should be written, assented and signed by all the partners. 

1.2.2 Contents of Partnership Deed 

The partnership deed usually contains the following particulars: 

® Name of the firm; 

® Names and addresses of all partners; 

® Nature and place of the business; 

® Date of commencement of paidnership; 

® Duration of partnership, if any; 

® Amount of capital contributed or to be contributed by each partner; 

® Rules regarding operation of bank accounts; 

® Ratio in which profits are to be shared; 

® Interest, if any, on partners' capitcd and drawings; 
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• Interest on loan by the partnersls) to the firm; 

® Salaries, commissions, etc. if payable to any partnerls); 

® The safe custody of the books of accounts and other documents of 
the firm; 

® Mode of auditor's appointment, if any; 

® Rules to be followed In case of admission, retirement, death, of a partner; 
« Settlement of accounts on dissolution of the firm; and 
e Mode of settlement of disputes among the partners. 

1.2.3 Provisions Affecting Accounting Treatment 

Normally, a partnership deed covers all matters relating to the mutual 
relationship amongst the partners. But if the deed is silent on certain matters 
or in the absence of any deed or an express agreement, the relevant provisions 
of the Partnership Act shall become applicable. It Is, therefore, necessary to 
know the provisions of the Act, which have a direct bearing on the accounting 
treatment of certain items. These are as follows: 

1. Profit Sharing : The partners shall share the profits of the firm equally 

Irrespective of their capital contribution. ^ 

2. Interest on Capital; No interest is allowed to partners on the capital 
contributed by them. Where, however, the agreement provides for Interest 
on capital, such interest is payable only out of the profits of the business. 
In other words, if there are losses, interest on capital wlU not be allowed 
even if the agreement so provides. 

3. Interest on Loan : If any partner, apart from his share of capital, advances 
money to the firm as a loan, he is entitled to Interest on such amount at the 
rate of 6 per cent per annum. Such interest shall be paid even out of the 
assets of the firm. This means that interest on loan shall be paid even if 
there are losses. Implying, thereby, that It is a charge against the revenues, 

4. Interest on Drawings ; No interest will be charged on drawings made by 
the partners. 

5. Remuneration to Partners : No partner is entitled to any salary or 
commission for participating in the business of the firm. 

It should be remembered that the above rules are applicable only in the 
absence of any provision to the contrary in the partnership agreement. 
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Following are the specific Issues that require special attention in case of 
partnership accounts: 

® Maintenance of capital accounts of partners; 

® Ascertainment and allocation of profit; 

® Adjustment for wrong allocation of profits; 

@ Allocation of profits involving minimum guaranteed profit to a partner: 

® Reconsti tution of the partnership firm; and 

® Dissolution of the firm. 

The first four aspects are discussed in this chapter and the last two are 
dealt with in the following chapters. 

1.3.1 Partners' Capital Accounts 

In case of partnership firm, the transactions relating to partners are recorded 
In their respective capital accounts. Normally, each partner's capital account 
is prepared separately. But these accounts Cctn also be shown tn a tabular 
form as shown later in this chapter. 

Tliere are two methods by which the capital accounts of partners can be 
maintained. These are; 

® Fluctuating Capital Method; and ^ 

® Fixed Capital Method. 


1.3.1.1 Fluctuating Capital Method 

Under the fluctuating capital method, only one account viz., the capital account 
for each partner, is maintained. It records all items affecting partner's account 
like interest on capital, drawings, interest on drawings, salary, commission, 
and share of profit or loss in the capital account Itself. As a result of these, the 
balance in the capital account keeps on fluctuating. 

The items that usually appeal- on the debit and the credit side of the 
Partners' capital account are : 

® Credit Side 

1. Capital introduced or the opening balance; 

2. Additions to capital made during the year, if any; 
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3. Interest on papital, if any. 

4 Salary to the partners, if any; 

5 Commission and bonus to the partners; 

6. STaare of profit. 

a Debit Side 

1. Drawings made during the year, if any; 

2. Interest on drawings, if any: 

3. Share of loss, if any; 

4. Withdrawal of capital, if any; 

5. Closing Balance. 

Thus, the capital account of a partner will appear as follows; 

Partners' Capital Account 


hate 

Particulars 



Date 

Particulars 

J.F. 

Amount 








(Rs.) 


Drawings 


IHfll 


Opening balance 


* ^ * 


Interest on 




Addition to capital 

■ 

K * 


drawings 

1 



Interest on capital 

■ 

•M * * 


Share of loss 




Salary 


♦ * * 


■Withdrawal of 

H 


■ 

Commls^on/Bonus 


* « « 

1 

capital 

Closing balance 

■ 

BB 

■ 

Share of profit 

■ 

* * ^ 


Total 

■ 


■ 

Total 

■ 

# * ^ 


Format under Jluctuatlng method 

Note : A Partners' Capital Account usually shows a credit balance. It can, however, show a 
debit balance under certain circumstances, such, as ouer mitfictraujal or insoluency of the partner. 

1.3.1.2 Fixed Capital Method 

Under the fixed capital method, the capitals of the partners shall remain fixed 
unless some additional capital is introduced or some amount of capital is 
withdrawn by an agreement among the partners. Hence, all items like Interest 
on capital, drawings, interest on drawings, salary, commission, and share of 
profit or loss are not to be shown in the capital accounts. For all these 
transactions, a separate account called 'Partner's Current Account' is opened. 
Thus, imder fixed capital method, two accounts sire maintained for each partner 
viz., (i) Capital Account, and (li) Current Account. It may be noted that the 
capital account will continue to show the same balance from year to year 
unless some amount of capital is introduced or withdrawn, while the balance 

of current account Will fluctuate from year to year. 
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Under tire fixed capital account method, the capital account and the current 
account would appear as shown below: 


Partners' Capital Account 

Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 

■ 

Withdrawal 
of capital 

Closing balance 

■ 


■ 

Opening balance 
Addition to capital 

1 

)tc * Hr 

>li * ifi 


Total 


* 3fC ♦ 


Total 


Hr * * * 


Format under fixed capital method 


Partners' Current 

Dr. Cr. 


Date 

Particulars 

J.F 



Particulars 

J.F. 

Amount 

(Rs.) 


Opening balance* 

m 

HBBI' 


Opening balance* 

■| 

■BB 


Drawings 




Interest on capital 




Interest on 




SsJaiy 




drawings 




Commission/Bonus 




Share of loss 




Share of profit 


S(c 


Closing balance* 

■ 



Closing balance* 

|||H[ 

* * * * 


Total 



WM 

Total 


* * * * 


Format oj Current Account 


* In Partners' Current Account, opening balance and closing balance may appear on either 
side, Le. debit or credit. 

Illustration 1 (Fixed and Fluctuating Capital Account) 

Amit and Sumit commenced business as partners on April 1. 2000. Amit 
contributed Rs. 40,000 and Sumit Rs. 25,000 as their share of capital. The 
partners decided to share their profits in the ratio of 2:1. Amit was entitled to 
a salary of Rs. 6,000 p.a. Interest on capital was to be provided @ 6% p.a. The 
drawings of Amit and Sumit for the year ending March 31, 2001were 
Rs. 4,000 and Rs. 8,000, respectively. The profits of the firm after providing 
Amit's salary and interest on capital were Rs. 12,000. 

Draw up the Capital Accounts of the partners; 

(1) When capitals are fluctuating, and 
(ii) When capitals are fixed. 
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(i) When capitals are fluctuating 


Books of Amit and Sumit 
Amit's Capital Account 


Dr. __ _Cr. 


gg 


J.R 

Amount 

(Rs.) 

Date 

Particulars 

_ 

Amount 

(Rs.) 

1 

Drawings 

Balance c/f 


4,000 

52,400 

1 

Cash 

Salary 

Interest on Capital 
Profit and Loss 
Appropriation A/c. 
(Share of profit 2/3 
ofRs. 12,000) 


40,000 

6,000 

2,400 

8,000 

■ 

Total 

■ 

56.400 


Total 

■ 

56,400 


Suiolt's Capital Account 


Dr. Cr. 


Date 

Particulars 

J.E 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 

1 

Drawings 

Balance c/f 

1 

8,000 

22,500 

1 

Cash 

Interest on Capital 
Profit and Loss 
Appropriation A/c 
(Share of profit 1/3 
of Rs. 12,000) 

1 

25,000 

1,500 

4,000 


Total 


30,500 


Total 


30,500 


(U) When capitals are fixed. 

Books of Amit and S umi t 
Amit's Capital Account 


Date 


J.F. 


Date 


J.F. 

Amount 

(Rs.) 

WM 

Balance c/f 

_ 

40,000 



m 

40,000 

1_ 

Total 

□ 

40,000 


^Total 


40,000 
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Amit's Current Account 


Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 


Drawings 

Balance c/f 

1 

4.000 

12,400 

1 

Salary 

Interest on Capital 
Profit and Loss 
Appropriation 
(Share of profit 2/3 
ofRs. 12,000) 

1 

6,000 

2,400 

8,000 


Total 


16.400 


Total 


16,400 


Sumlt's Capital Account 


Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F 

Amount 

(Rs.) 


Balance c/f 

■ 

25,000 


Cash 


25,000 


Sumit's Current Account 

Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 


Drawings 

1 

■ 

1 

Interest on Capital 
Profit and Loss 
Appropriation 
(Share of profit 1/3 
ofRs. 12,000) 
Balance c/f 

1 

1.500 
4,000 

2.500 


Total 


8,000 


Total 


8,000 


1.3.2 Distribution of Profit 


In case of partnership firm, the net profit (after charging the interest on capital, 
pai'Lners' salary and commission and after taking into account the interest on 
drawings) is to be shared by all the partners in the agreed profit sharing ratio. 
As stated earlier, in the absence of any specific agreement to this effect, the 
profit is to be distributed equally among the various partners. 
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1.3.2.1 Profit and Loss Appropriation Account 

As stated above, the net profit as shown by the profit and loss account of a 
partnership firm needs certain adjustments with regard to interest on capitals, 
Interest on drawings, salary, commission to the partners, if provided, under 
the agreement. For this purpose, 'Profit and Loss Appropriation Account' may 
be prepared. This Is merely an extension of the profit and loss account and is 
prepared to show how net profit is to be distributed among the partners. This 
account is credited with net profit and Interest on drawings, and debited with 
interest on capitals, salary or commission to partners. If, however, the profit 
and loss appropriation account shows a net loss, it will be shown on the debit 
side of the profit and loss appropriation account. After these adjustments 
have been made, the Profit and Loss Appropriation Account will show the 
amount of profit or loss, which shall be distributed among the partners In the 
agreed profit sharing ratio. 

For preparing the profit and loss appropriation account, the following journal 
entries have to be recorded for various items: 


1, For Interest on Capital 

(i) For Crediting Interest an Capital to Capital/Current Account: 

Interest on Capital a/c Dr. 

Partners' Capital/Current a/c 

fit) For transjerring Interest on Capital to Profit and Loss Appropriation Account- 

Profit and Loss Appropriation a/c Dr. 

Interest on Capital a/c 

2. For Interest on Drawings 

(i) Interest on Drawings is a gain to the firm and is charged to Partner's Capital/Current 
Account 

Partners Capital/Current a/c Dr. 

Interest on Drawings a/c 

fiO For transjerring Interest on Drawings to Profit and Loss Appropriation Account, the 
Jollowing entry is to be recorded; 

Interest on Drawings a/c Pj. 

Profit and Loss Appropriation a/c 
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3. Partner's Salary 

(i) Salary allowed to a partner is a gain of the individual partner and charge against 
the profits of the firm as per partnership agreement. For this following entry is recorded: 

Salary to Partner a/c Dr. 

Partner Capital/Current a/c 

(ii) For charging salary allowed to a partner: 

Profit and Loss Ayiproprlatlon a/c Dr. 

Salary to partner a/c 

4. Partner's Commission 

(i) Commission is an expense for the firm and a gain to the partner. For this, following 
entry is made: 


Commission to partner a/c 

Partner's (. apltal/current a/c 


Dr. 


(ii) Commission paid to a partner is charged to Profit and Loss Appropriation account by 
recording the following entry: 

Profit and Loss Appropriation a/c Dr, 

Commission to partners a/c 


5. For Transfer to Reserve: 

Profit and Loss Appropriation a/c 
Reserve 

6. For share of Profit or Loss on Appropriation 
If Profit: 

Profit and Loss Appropriation a/c 

Partner's Capital/Current a/c 


If Loss: 


Partner's Capital/Current a/c 

Profit and Loss Appropriation a/c 


Dr. 


Dr. 


Dr. 
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The Profit and Loss Appropriation Account will appeal" as follows: 

Profit and Imbs Appropriation Account 



Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 


Net Loss as per 

Profit and Loss A/c 
(It loss) 

Interest on Capital 
A XX 

B X X 

Partner’s Salary 
Partner's 
Commission 
Reserve (transfer) 
Capital A/cs - 
Share of profit 
(If profit) 

A XX 

B x_x 


* ♦ 

* if 

* ilt ih 


Net profit as per 
Profit and Loss A/c 
(tf profit) 

Interest on drawings 
A XX 

B X X 

Capital A/cs Share 
of loss (If loss) 

A XX 

B xjt 


1 


Total 


m , - - 


Total 




Proforma of Prq/lt and Loss Appropriation Account 


niustrotioR 2 (Preparation of Profit and Loss Account and Balance Sheet) 

Aakrltl and Akash are partners sharing profits In the proportion of 3:2, Tlie 
undermentioned trial balance was extracted from their books on December 
31, 2000. 

Trial Balance as on December 31, 2000 


Rs. Rs. 


Aakrlti's Capital 


65,000 

Akash’s Capital 


40,000 

Aakrlti's Drawings 

4,000 


Akash's Drawings 

3,000 


Goodwill 

10,000 


Plant and Machinery 

40,000 


Office Furniture 

5,000 


Purchases 

Sales 

85,000 

1,60,000 

Total c/f 

1,47,000 

2,65,000 
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Total b/f 

1,47.000 

2,65,000 

Sundry Debtors 

40,500 


Sundry Creditors 


14,510 

Returns Inwards and Outwards 

1,500 

2,500 

Rent 

3,750 


Postage and Telegrams 

500 


Adveitislng Expenditure 

9,000 


Opening stock 

11,500 


Cash tn hand 

16,000 


Wages 

14,000 


Telephone Charges 

500 


Salaries to staff 

12,250 


Printing and Stationery 

750 


Commission 

5,000 


Travelling Expenses 

2,000 


Carriage Inwards 

5,800 


Motor Van 

20,860 


Bills payable 


8,900 

Total 

2,90,910 

2,90,910 


You are required to prepare the Profit and Loss Account for the year ended 
December 31, 2000 and Balance Sheet as at that date. The following 
adjustments ai'e to be made: 

1. The value of stock on December 31, 2000 was Rs. 12,500. 

2. Write off Rs. 250 from office furniture; 10% on plant and machinery 
and 20% on motor van. 

3. Create a provision of 5% on the sundry debtors for bad debts. 

4. Write off l/5th of the advertising expenses. 

5. Partners are entitled to interest on capital @ 5% p.a. and Akash is 
entitled to a salary of Rs. 1,800 p.a, 
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Solution 

Books of Akiiti and Akash 

Profit and Loss Account for the year ended December 31, 2000. 


Dr. Cr 


1 Particulars I 

Amount 

Particulars 

Amount 


(Rs.) 


(Rs.) 

Opening Stock 

11,500 

Sales 1,60,000 


Purchases 85,000 


Less : Returns 1,500 

1,58,500 

T.ess; Returns 2,500 

82,500 



Wages 

14,000 



Carriage Inwards 

5,800 



Gross Profit c/f 

57,200 

Closing Stock 

12,500 


1,71,000 


1,71.000 

Salaries to staff 

12,250 

Gross Profit b/f 

57,200 

Rent 

3,750 



Postage and Telegram 

500 



Advertising Exp. written off 

1,800 



Telephone Charges 

500 



Printing and Stationery 

750 



Commission 

5,000 



Travelling Expense 

2,000 



Depreciation 




Plant 4,000 




Furniture 250 




Motor Van 4.172 

8,422 



Provision for Bad Debts 

2,025 



Salary to Akash 

1,800 



Interest on capital: 




Aakrltl 3,250 




Akash 2,poo 

5,250 



Net Profit Transferred to 




Capital a/c; 




Aakrlti 7.892 




Akash 5.261 

13,153 



Total 

57,200 

Total 

57.200 
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B^llance Sheet as at December 31, 2000 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

AakrlU's Capital 

65.000 


Goodwill 


10,000 

Less: Drawings 

4,000 


Plant and Machinery 40,000 



61,000 


Less: Depreciation 4,000 

, 36,000 

Add: Intere.st 

3,250 





Net profits 

7.892 

72,142 

Office Furniture 

5,000 





Less: Deprlciation 

250 

4,750 

Akash's Capital 

40,000 





Less; Drawings 

3,000 


Motor Vans 

20,860 



37,000 


Less: Deprlciation 

4,172 

16,688 

Add; Interest 

2,000 





Salary 

1,800 


Sundry Debtors 

40,500 


Net profits 

5.261 

46,061 

Less: Provision 

2.025 

38,475 

Sundry Creditors 


14,510 

Cash on hand 


16,000 

Bills Payable 


8,900 

Advertising exp. 

9,000 





Less; Wrltten-off fl/51 1,800 

7,200 




Stock on hand 


12,500 

Total 

1,41,613 

Total 

1,41,613 


Rlustration 3 (Distribution ojprofit) 

AJit, Choudhary and Vishal set up a partnership firm on Januaiy 1, 2001. 
They contributed Rs. 30,000, Rs. 40,000 and Rs. 30,000 respectively as their 
capitals and decided to share profits in the ratio of 3:2:1. The partnership 
deed provided that Ajit is to be paid a salary of Rs. 1.000 p.m. and Choudhary 
a commission of Rs. 5,000. It also provided that interest on capital be allowed 
@ 6% p.a. The drawings for the year were: Ajit Rs. 6,000, Choudhary Rs. 4,000 
and Vishal Rs, 2,000. Interest on drawings Rs. 270 oni^it's drawings, Rs. 180 
on Choudhary's drawings and Rs. 90 on Vishal's drawings. The net amount of 
profit as per the profit and loss account for the year ended 2001 was 
Rs. 35,660. 

You are required to record the necessary Journal entries relating to 
appropriation of profit and prepare the profit and loss appropriation account 
and the partners' capital accounts. 
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Solution 


Books of Ajit, Chaudhary and Vishal 
Journal 


Date 


2001 


End of 
the yeaxl 


Particufors 


Profit and Loss a/c 

Profit and Loss Appropriation a/c 
(Transfer of Profit to Profit and Loss 
Appropriation Account) _ 


Dr. 


Ajit's Salary a/c 

Ajit's Capital a/c 
(Amount of Ajit's Salary) 


Dr. 


Profit and Loss Appropriation a/c 
Ajit's Salary a/c 
(Transfer of Ajit's Salary to 
Profit and Loss Appropriation Account) 


Dr. 


Choudhary's Commission a/c 
Choudhaiy's Capital a/c 
(Amount of Choudhary's Commission) 


Dr. 


Profit and Loss Appropriation a/c Dr. 

Choudhary's Commission a/c 
(Transfer of Choudhaiy's Commission 
to Profit aird Loss Appropriation Account) 


Interest on Capital a/c 
Ault's Capital a/c 
Choudhary's Capital a/c 
Vlshal's Capital a/c 
(Amount of interest on capital) 


Dr. 


Profit and Loss Appropriation a/c 
Interest on Capital a/c 
(Transfer of Interest on Capital to 
Profit and Loss Appropriation Account) 


Dr. 


L.F. 


Ajit's Capital a/c 
Choudhary's Capital a/c 
Vlshal's Capital a/c 

Interest on Drawings a/c 
(Amount of interest on drawings) 


Dr. 


Interest On Drawings a/c 

Profit and Loss Appropriation a/c 
(Transfer of Interest on drawings to 
Profit and Loss Appropriation Account) 


Dr. 


Debit 

Amount 

(Rs.) 


35,660 


12,000 


12,000 


5,000 


5,000 


7,200 


Credit 

Amount 

(Rs.) 


7,200 


270 

180 

90 


540 


35,600 


12,000 


12,000 


5,000 


5,000 


3,000 

2,400 

1,800 


7,200 


540 


540 
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Profit and Loss Appropriation a/c 

Dr. 


12,000 



Ajlt's Capital a/c 




6,000 


Choudhary’s Capital a/c 




4,000 


Vlshal's Capital a/c 
(Amount of profit on appropriation) 




2,000 


profit and Loss Appropriation Account for the year ended December 31,2001 
Dr. Cr. 


Particulars 

Amount 

(Rs.) 

Particulars 

Amount 

(Rs.) 

Ajit's Salary 

12,000 

Net profit as per profit 

35,660 

Choudhary's Commission 

5.000 

and loss a/c 


Interest on Capital: 


Interest on Drawings : 


Ajlt's Capital 3,000 


Ajit's Capital 270 


Choudhary's Capital 2,400 


Choudhary's capital 180 


Vlshal's Capital 1,800 

7,200 

Vlshal's Capital 90 

540 

Capital Accounts - 




Share of Profit: 




AJlt'.s Capital 6.000 



1 

1 

Choudhary's Capital 4,000 




Vlshal's Capital 2,000 

12,000 


• 1 

Total 

1 

36,200 

Total 

36,200 


^It's Capital Account 


Dr. Cr. 


Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2001 

Particulars 

J,K 


1 

Drawings 

Interest on Drawings 
Balance c/f 


1 

1 

Cash 

Salary 

Interest on Capital 
Profit and Loss 
Appropriation 
(Share of profit) 

1 

50.000 

12,000 

3,000 

6,000 


Total ^ 

■ 

71,000 


Total 
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Choudhary's Capital Account 


j bate 
2001 

Particulars 

J.F. 

Amount 

(Rs’.) 

Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 


Drawings 

Interest on Drawings 
Balance c/f 


4,000 

180 

47,220 


Cash 

Commission 

Interest on Capital 
Profit and Loss 
Appropriation 
(Share of profit) 

1 

40.000 

v5,000 

2,400 

4,000 


Total 


51,400 


Total 


51,400 


Vishal's Capital Account 


Date 

1 2001 

Particulars 

J.F, 

Amount 

(Rs.) 

Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

1 

Drawings 

Interest on Drawing 
Balance c/f 


2,000 

90 

31,710 


Cash 

Interest on Capital 
Profit and Loss 
Appropriation 
(Share of profit) 

1 

30,000 

1,800 

2,000 


Total 


33,800 


Total 


33,800 


Rlustratton 4 (Distribution of profit) 

Pawan and Puma are partners in a firm sharing profits in the ratio of 3;2. The 
balance in their capital and current accounts as on January1, 1998 were 
as under : 



Pawan 

Puma 


(Rs.) 

(Rs.) 

Capital Account 

30,000 

20,000 

Current Account (Cr.) 

10,000 

8,000 


The partnership deed provided that Pawan is to be paid salary @ Rs. 500 p.m. 
whereas Puma is to get commission of Rs. 4,000 for the year. 

Interest on capital is to be allowed @ 6% p.a. The drawings of Pawan and 
Puma for the year were Rs. 3,000 and Rs. 1,000, respectively. Interest on 
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QQ 

drawings for Pawan and Puma works out at Rs, 75 and Rs. 25, respectively. 
The net profit of the firm before making these adjustments was Rs. 24,900. 

Prepare the Profit and Loss Appropriation Account and the partners' capital 
and current accounts. 

Solution 


Books of Pawan and Puma 

Profit and Loss Appropriation Account for the year ended Dec. 31,1998 
DT;_ Cr. 


Parffcalars 

Amount 

(Rs.) 

Particulars 

Amount 

(Rs.) 

Pawan's Salary 

6.000 

Net profit as per Profit and 

^ 24,900 

Puma's Commission 

4,000 

Loss a/c 


Interest on Capital; 


Interest on drawings ; 


Pawan'.s current 1,800 


Pawan's current a/c 75 


Puma's cun-ent 1.200 

3,000 

Puma’s current a/c 25 

100 

Capital Accounts 




(Share of Profit): 


1 

1 


Pawan's current 7,200 




Puma's current 4.800 

12.000 

1 



Total 

25,000 

Total 

25,000 


Partners' Capital Account 

Dr. Cr. 


Date 

1996 

Parttcukirs 


-1 

Fawan 

Rs. 

Puma 

Rs. 

Date 

1998 

Particulars 

J. 

F. 

Pawan 

Rs. 

Puma 

Rs. 

■ 

Balance c/f 

-1 

30,000 

20,000 


Balance b/f 


30,000 

20,000 

Dr. 

Partners' C 

urrent Account 



Cr. 

Date 

1998 

Particulars 

J.F. 

Paman 

Rs. 

Puma 

Rs. 

Date 

1998 

Particulars 

J.F. 

Pawan 

Rs. 

Puma 

Rs. 

1 

Drawlng.s 
Inten!.sl on 
Drawing 
Balance c/f 

1 

3,000 

75 

21,925 

1,000 

25 

16,975 

1 

Balance b/f 

Salary 

Commission 

Interest on 
Capl Lai 

Share of profit 


10,000 

6.000 

1,800 

7,200 

8,000 

4,000 

1,200 

4,800 


Total 

■ 

25,000 

18,000 


Total 


25,000 

Ifi.OOO 





















































ACCOUNTANCY 


1.3.3 Calculation, of Interest on Capital 

If the partnership agreement specifically provides for the payment of the Intei est 
on ihe capital coiitrlbuted by the partners, the same has to be allowed. Interest 
to be allowed on capital is to be calculated with respect to the time, rate and 
amount. Generally, following points are to be borne in mind wivilc calculating 
the interest on capital: 

1. Normally, interest on the opening balance at the beginning of the year is 
allowed for the whole accounting year. 

2. If additional capital is Invested during the year, interest for the relevant 
period is calculated. 

3. If part of the capital is withdrawn during the year, interest on the pail of 
the capital that was invested for the whole year, interest is calculated for 
the whole year and it is added with the amount of interest that is calculated 
on the remaining capital that was invested for the relevant period. P''or 
example, Anmol has Rs. 30,000 as balance in his capital account at the 
beginning of the year. In the middle of the year he withdrew Rs. 10,000 
from his capital. He Is entitled for Interest @ 10% p.a, 

In this case, interest will be calculated In the following manner: 

(20,000 X 10/100) + (10,000 x 10/100 x 1/2) = Rs, 2,500; 

Alternatively, we can calculate interest on capital with respect to tlie. 
amount remained invested for the relevant period. In the above example, 
the interest may also be calculated as follows: 

(30,000 X 10/100 X 1/2) + (20,000 x 10/100 X 1/2) = Ra, 2,500. 

Rlustration 5 (Interest on Capital) 

Mansoor and Reshma are partners in a firm. Their capital account.s sliowed 
- the balance on Jan 1,2000 as Rs, 20,000 and Rs. 15,000 respectively. During 
the year, IMansoor introduced additional capital of Rs. 10,000 on May 1, 
2000 and Reshma brought in further capital of Rs. 15,000 on July 1, 2000. 
Reshma withdrew Rs. 5,000 from her capital on October 1, 2000, Interest 

is allowed @ 6% p.a. on the capitals. Calculate the interest to be paid on 
the capital. 
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Solution 


statement showing calcttiation of inte^st 


Purtlcutars 

Mansoor 

Rs. 

Reshma 

Rs. 

1. Interest on capIUil balance on 



Jan 1, 2000; 



Mansoor - (20,000x6/100) 

1,200 


Reshma - (15.000x6/100) 


900 

2, Add Interest on additional capital: 



Mansoor - (10,000x6/100x8/12) 

400 


Reahma - (15,000x6/100x6/12) 


450 

3. Less: Interest on capital withdrawn 



by Reshma (5000x3/12x6/100) 


(75) 

Total Interest Payable 

1,600 

1,275 


1.3,4 Calculation of Interest on Drawings 

Interest on drawings is to be charged from the partners' if the same has been 
specifically provided in the partnership deed. Interest on drawings is to be 
calculated with reference to the time period for which the money was withdrawn. 
Following may be the possibilities requiring the different calculations of 
interest when: 

(1) Amount, Rate of interest and Date of withdrawal is given: 

Suppose, Johnson is a partner who withdrew Rs. 20,000 on October 1, 
2002. Interest on drawings is charged @ 10% per annum. The calculation 
of interest wlU be as follows: 


Rs. 20,000 X 


10 

100 


X 


— = Rs. 500 
12 


(2) Amount and Rate of Interest are given but Date of withdrawal is not 
specified: 

Suppose, Ahmed is a partner who withdraws Rs. 20,000 and Interest on 
drawings is charged @ 10% per annum. The calculation of interest will be 
as follows: 


Rs.20,000x-^x :^ = Rs. 1,000 
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Here, it is noted that in the absence of any particular date o f withdrawal, it 
is assumed that withdrawals are made evenly throughout the year. Hence, 
interest is charged for the average of tire period of the year, ie., six months. 

(3) Fixed amount is withdrawn every month: 

In this case, there may be tliree possibilities and accordingly the interest 
for that period will be charged: 

a) If amount is withdrawn during the month (implicitly assumed to be 
In tire middle of month), Interest is calculated for six months; 

b) If the withdrawal is made in the beginning of the month, interest is 
calculated for 61^ months (six and a half months), and 

c) If withdrawal is made at the end of the month, interest is calculated 
for 5 Vi months (five and a half months). 

(4) If amount is withdrawn at each quarter; 

(a) If amount is withdrawn in the beginning of each quarter, in this case 
the interest is calculated on total drawings for a period of seven and 
a half months, and 

(b) If amount is withdrawn at the end of each quarter, the amount of 
interest is calculated on toted drawings for a period of four and a half 
months, 

(5) Different amounts are withdrawn at different intervals: 

In this case, the sum of the product of amount withdrawn and the time is 
calculated and then the rate of interest is applied for a period of one month. 
For example, Sonu withdraws Rs. 1,000 on March 1; Rs. 2,000 on 30th 
June; Rs. 1,000 on 1st November and Rs. 2,000 on 31st December. Interest 
on drawings is charged at 10% per annum. In this case, interest on 
drawings will be calculated as follows : 

Statement of Calculation of Interest on Drawings 


(1) 

( 2 ) 

(3] 

(4) 

(5) 

Date 

AmountlRs.) 

Time Period 

Product 

Interest"(Rs.) 




(2x3) 


March 1 

1000 

10 Months 

10,000 

10,000 X 10/100 X 1/12 

=: 83.33 

June 30 

2000 

6 Months 

12,000 

12,000 X 10/100 X 1/12 

= 100 

Nov.l 


2 Montlrs 

2,000 

2,000 X 10/100 X 1/12 

= 16.67 

Dec. 31 

2000 

0 

0 


0 

Total 



24,000 


200* 


Instead of this cumbersome calculation, the same result can he obtained by calculating the Interest 
on the sum of product for a period of one month = Rs. 24,000 x 10/100 x 1112 - Rs. 200 
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Rlustration 6 [Interest on Drawings) 

Rajesh Is a partner in a firm. He withdrew the following amounts during the 
year 2000 ; 



Rs. 

Januaiy 31 

6,000 

Mtu'ch 31 

4,000 

June 30 

8,000 

September 30 

3,000 

October 31 

5,000 


The interest on drawings Is to be charged @ 6% p.a. Assuming the 
accounting year closes on December 3 leach year, interest on drawings to be 
debited to Rajesh shall be worked out as follows ; 


1 

2 

3 

4 

Date 

AmountfRs.J 

Period Months 

Product(Rs.) 




(^) 

Jan 31 

6,000 

11 

66,000 

March 31 

4,000 

9 

36,000 

June 30 

8,000 

6 

48,000 

Sept 30 

3,000 

3 

9,000 

Oct 31 

5,000 

2 

10,000 

Total 

26,000 

_ 

1,69,000 


Interest on dra\vlngs for one month on the sum of products : 

Rate of interest ^ ^ j. 1 

-X Sum of products x — 

100 12 

= 6/100 X 1,69,000 X 1/12 

= Rs. 845 

Alternatively, interest can be calculated separately for each amount for the 
period involved and then totalled. In that case also, we shall arrive at the same 
amount of interest. 

IHustration 7 (Interest on drawings) 

Amit and Sonu are partners sharing profits equally. Amit withdrew Rs. 1,000 
p.m. regularly on the first day of every month for personal expenses. If interest 
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on drawings is to be charged @ 5% p.a., calculate the interest on the drawings 
of Amit. 

Solution 


Calctilatlon of Interest on Drawings 


(1) 

Date 

2001 

(2) 

Amount of drawings(Rs.) 

[3) 

Period for which money has 
been used 

(4) 

ProductlRs.) 

(2x3) 

Jan 1 

1,000 

12 

12,000 

Feb 1 

1,000 

11 

11,000 

Mar 1 

1,000 

10 

10,000 

Apr 1 

1,000 

9 

9,000 

May 1 

1,000 

8 

8,000 

.bine 1 

1,000 

7 

7,000 

July 1 

1,000 

6 

6,000 

Aug 1 

1,000 

5 

5,000 

Sept 1 

1,000 

4 

4,000 

Oct 1 

1,000 

3 

3,000 


1,000 

2 

2,000 

IHOl 

1,000 

1 

1,000 

Total 

12,000 


78,000 


Interest on Drawings = Rate of Interest/100 x 1/12 x Sum of the product 

= 5/100 X 1/12 X 78,000 
= Rs. 325 

It may be noted that when a fixed amount is drawn at regular intervals, 
the Interest on drawings can also be calculated on the basis of the average 
period. The calculation of the average period depends upon the fact whether 
the fixed amount Is withdrawn on the first day of every month or the last day 
of every month. 

If the fixed amount is withdrawn on the first day of every month, the 
average period will be calculated with the help of following formula ; 

Average period = (Total period In months + l)/2 

If the fixed amount is withdrawn on the last day of every month, the average 
period wlU be calculated by the following formula : 

Average period = (Total period in months - l)/2 
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In illustration 5, the partners withdrew a iked amount on the first day of 
every month. Hence, the interest on drawings can also be calculated by applying 
the average period formula. 

Average period = (Total period in months + l)/2 

~ (12 +l]/2 = 6,5 Months 

Interest on drawings for 6,5 months @ 5% p.a. 


= 12000X 


5 

100 


X 


i^x± 

2 12 


= Rs. 325 


niiLStration 8 [Interest on Drawings) 

Maneesh and Mohan are partners In a firm. The partnership deed provided 
that Interest on drawings will be charged @ 6% p.a.. During the year ended, 
December 31, 2002, Maneesh withdrew Rs.5,000 in the beginning of each 
quarter and Mohan withdrew Rs, 5,000 at the end of each quarter. Calculate 
interest on the partners' drawings. 


Solution 

Maneesh's total drawings = Rs.5.000 x 4 = Rs.20,000 

Mohan's total drawings = Rs,5,000 x 4 = Rs.20,000 

Interest on Maneesh's Drawings : 

Number of months for which interest will be charged = ^ ' = 7,5 months 

6 15 1 

Interest - Rs.20.000 X-X — X — = Rs.750 

mierest - 2 12 


Interest on Mohan's drawings ; 


Number of months for which Interest will be charged 


12-3 , ,, 

-= 4.5 months 

2 


Interest = 


Rs.20,000 



Q 1 

-x-!- = Rs.450 
2 12 
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1*4 Gnaramte© ©f Fr®llt. t© a Partsier 

Guarantee Is an assurance that a partner will not get as his share of profit less 

than the guaranteed amount. There may be two situations ; 

(a) Guarantee to one partner by (others) the firm, 

(b) Guarantee to a partner by another parbier Individually, 

(a) Guarantee to one partner by (others) the firm 

Sometimes, a partner Is guaranteed a minimum amount by way of his 
share in the profits of the firm. Such a guarantee may be given to an 
existing partner or to a new partner at the time of admission. Such 
guaranteed amount shall be paid to partner when his share of profit, as 
calculated, according to his profit sharing ratio is less than the guaranteed 
amount. The deficiency of such guaranteed amount will be borne by the 
other partner's in their profit sharing or agreed ratio as the case may be. 

Example, Son! and Mita are partners and they decide to admit Marj'’ into 
the partnership firm. The profit sharing ratio is agreed as 3:2; 1 with a 
guaranteed amount of Rs. 5,000 to Mary. For the year ended 2001, the 
business earns a profit of Rs. 24,000. Mary's share works out to Rs. 4,000 
(1/6 of Rs. 24,000). This is Rs. 1,000 less than the guaranteed amount of 
Rs, 5,000. Hence, Mary will get Rs. 4,000 as her share of the profit in the 
profit sharing ratio and the deficiency of Rs. 1,000 (i.e. the amount by 
which Rs. 4,000 falls short of the guaranteed amount) shall be transferred 
to the credit of Mary by transfer fi'om Soni and Mita in their profit sharing 
ratio, i.e. 3:2. 

Illustration 9 (Guarantee of Profit) 

Mouse, Keyboard and Monitor are partners. They admit Printer as a partner 
with a guarantee that his share of profits shall not be less than Rs. 20,000 p.a. 
Profits are to be shared In the proportion of 4:3:3:2. The total profits for the 
year ended 2002 were Rs. 96,000. Prepare the Profit and Loss Appropriation 
account showing the division of the profits for the year. 
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Solution 

Books of Mouse, Key Board and Monitor 
Profit and Loss Appropriation Account 
for the year ended.2002 

Dr. Cr. 


Particulars 

Amount 

(Rs.) 

Particulars 

HnSI 

Mouse 

30,400 

Net Profits 

96,000 

Keyboard 

22,800 



Monitor 

22,800 



Printer 

20,000 



Total 

96,000 

Total 



Notes to the Solution ; 


Printer's shai'e = I^s, 96,000 x 2/12 = Rs. 16,000. 

Since Printer has been guaranteed a minimum amount of Rs. 20,000, therefore, he 
will given Rs, 20,000 and remaining amount l.e., Rs. 20,000 - Rs. 16,000 = Rs. 4,000 
will be borne by Mouse, Keyboard and Monitor In the ratio of 4:3:3. 


Mouse's share = Rs. 96,000 x 4/12 

Less : 

contribution to Printer (Rs. 4,000 x 4/10) 

Keyboard's share = Rs. 96,000 x 3/12 

Less; 

contribution to Printer (Rs. 4,000 x 3/10) 

Monitor's share = Rs. 96,000 x 3/12 

Less: 

contribution to Printer (Rs. 4,000 x 3/10) 


Rs. 32,000 

Rs. 1,600 Rs. 30,400 

Rs, 24,000 

Rs. 1,200 Rs. 22,800 

Rs. 24,000 

Rs. 1.200 Rs. 22,800 


(b) Guarantee to a partner by another partner individually 

The guarantee to an existing or Incoming partner may be given by all the 
old partners or any of them in their new profit sharing ratio or an agreed 
basis. In illustration 9, all the tliree partners have agreed to guarantee 
Printer for the minimum share of profit. Hence, these three divided the 
Printer's share in the ratio of 4:3:3. Suppose Mouse alone agrees to 
guarantee Printer then profit distribution will be as follows ; 

Mouse's share Rs. 96,000 x 4/12 = Rs. 32,000 

Less : Printer's share Ps. 4,00^ 

Final share of Mouse PS' 28,000 

In other words Keyboard and Monitor wUl get full share, i.e. Rs.24,000 each. 
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Jllustrofion 10 (Guarantee of Profit) 

Ktai and Lai are partners In a firm sharing profit In the ratio of 2:1. They decide 
to admit Mohit with l/4th share in profits with a guai'anteed amount of 
Rs. 25.000. Kim undertook to meet the liability arising out of the guaranteed 
amount to Mohit. The profit sharing ratio between Kim, Lai and Mohit will be 
2:1:1, 'Ihe firm earned profit of Rs. 76,000 for the year ended March 31, 2001. 

You are required to prepare Profit and Loss Appropriation Account and 
show the distribution of profit amongst the partners. 

Solution 

The Profit and Loss Appropriation Account wlU be prepared as follows : 


The Profit and Loss Appropriation Account 
for the year ended March 31, 2001 

Dr. Cr. 


Particulars 

Amount 

(Rs.) 

Particulars 

Amount 

(Rs.) 

Share of Profit 

Klni 

(2/4 of 76,000) 38.000 

Less: Mohlt's 
deficiency 

(2/3 of 9,000) 6,000 

Lai 

(1/4 of 76,000) 

Mohit 

(1/4 of 76,000) 19,000 

Add: deficiency 

borne by Kim 6.000 

32,000 

19,000 

25,000 

Net Profit as per profit 
and loss account 

76,000 

Total 

76,000 

Total 

76,000 


Notes to the Solution : 

The mtitmum guaranteed amount to Mohit is Rs. 25,000 whereas, his share of profit as 
per the profit sharir\g ratio works out to be Rs. 19,000 only. Hence, there is a shortfall of 
Rs 6,000. This amount will be borne by Kim. 

1.3.4 Past Adjustments 

Sometimes, after the final accounts have been prepared and the partners' 
capital account are closed, it is found that certain items have been omitted by 
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mistake or have been wrongly treated. Such omissions and commissions usually 
relate to the interest on capltcil, interest on drawings, salary to partners, etc. 
In such a situation, necessary adjustments have to be made in the partners' 
capital account through an account called Profit and Loss Adjustment Account. 
The following procedure may be helpful In recording necessary adjustments : 

1. If, Interest on capital is one of the Items of omissions, then first ascertain 
the partners' capital at the beginning. This can be done by deducting 
partners' share of current year's profit from their capitals at the end and 
adding their drawings thereto. 

2. Work out the amounts of omitted Items that are to be credited to partners' 
capital accounts such as Interest on capital, salaries to partners, etc. The 
following journal entry for the adjustment is recorded : 

Profit and Loss Adjustment a/c Dr. 

Partners' Capital a/c (Individually) 

3. Work out the amounts of omitted items which are to be debited to Partners' 
Capital Accounts such as Interest on drawings and record the following 
adjustment entry are recorded ; 

Partners' Capital (Individually) a/c Dr. 

Profit and Loss Adjustment a/c 

4. Work out the balance of the Profit and Loss Adjustment Account. The 
credit balance of the Profit and Loss Adjustment Account reflects the profit 
and tire debit balance, the loss. This is to be distributed among the partners. 

5. The balance of the Profit and Loss Adjustment Account as worked out in 
point 4 above be transfeued to the partners' capital accounts In theh 
profit sharing ratio. Thus, the Profit and Loss Adjustment Account wlU 
stand closed. It will involve the following journal entry : 

If it is a credit balance (profit) 

Profit and Loss Adjustment a/c Dr. 

Partners' Capital (Individual^) a/c 

If it is a debit balance (loss) 

Paitners' Capital (individually) a/c Dr. 

Profit and Loss Adjustment a/c 

The adjustment can also be made directly in the Partners' Capital Accounts 
without preparing a Profit and Loss Adjustment Account, In such a situation, 
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we shall prepare a statement to find out the net effect of omissions and 
commissions and then to debit the capital account of the partner who had been 
credited in excess and credit the capital account of the partner who had been 
debited in excess. 

niustration 11 (Past adjustments) 

Asha and Bony are partners in a firm sharing profits equally. Their capital 
accounts as on December 31, 2000 showed balances of Rs. 60,000 and 
Rs. 50,000 respectively. After taking into account the profits of the year 
2000, which amounted to Rs 20,000, it was subsequently found that the 
following items have been left out while preparing the final account of the 
year ended 2000. 

(i) The partners were entitled to interest on capitals @ 6% p.a. 

(II) The drawings of Asha and Bony for the year 2000 were Rs.8,000 and 
fe.6,000 respectively. The Interest on drawings was also to be charged 
@ 5% p,a. 

(ill) Asha was entitled to salary of Rs.5,000 and Bony, a commission of Rs,2,000 
for the whole year. 

It was decided to make the necessary adjustments to record the above 
omissions, Give the necessary journal entries and prepare the profit and loss 
adjustment account and Partners' capital accounts. 


Solution 

[1) Partners capital at the beginning 






(RsJ 


Capital at the end 

60,000 

50,000 

Less; Shai’e of Profit 

(10,000) 

(10,000) 

(Rs. 20,000 shared equally) 

50.000 

40.000 

Add: Drawings 

8,000 

6,000 

Capital at the beginning 

58,000 

46,000 


(2) Interest on Capital 

For Asha : 58,000 x 6/100 = Rs. 3,480 
For Bony : 46,000 x 6/100 = Rs. 2,760 
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(3] Interest on Drawings 

For Asha : on Rs. 


For Bony ; on Rs. 


8,000 @ 5% p.a, for 6 months. 

pr c* 

8,000x-X = Rs,200 

100 12 


6,000 ® 5% p.a. for 6 months 


6,000x----x 

100 


12 


Rs.150 


Books of Asha and Bony 
Journal 


Date 

2000 

Particulars 

LF. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Dec 31 

Profit and Loss Adjustment a/c 

Dr. 


6,240 



Asha's Capital a/c 






Bony's Capital a/c 




2,760 


(Amount of Interest on capital) 





11 

Asha's Capital a/c 

Dr, 


200 



Bony's Capital a/c 

Dr, 


150 



Profit and Loss Adjustment a/c 




350 


(Amount of Interest on drawings ) 





.. 

Profit and Loss Adjustment a/c 

Dr. 


5,000 



Asha's Capital a/c 




5,000 


(Amount of salary) 





,, 

Profit and Loss Adjustment a/c 

Dr. 


2,000 



Bony's Capital a/c 




2,000 


(Amount of commissions ) 





11 

Asha's Capital a/c 

Dr. 


6,445 



Bony's Capital a/c 

Dr, 


6,445 



Profit and Loss Adjustment a/c 




12,890 


(Amount of loss on adjustment) 
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Profit and Loss Adjustment Account 
for the year ended December 31, 2000 

Dr. Cr. 


Particulars 

■lESI 

Particulars 

Amount 

(Rs.l 

Capital (Interest on capital) 


Capital (Interest on DrawlngvS ) 


Asha 3,480 


Asha 

200 


Bony 

6,240 

Bony 

150 

350 

Asha's capital (Salary) 

5.000 

Capital (Loss on adjustments) 


Bony's capital (Commission ] 

2,000 

Asha 

6,445 




Bony 

6,445 

12,890 

Total 

13,240 

Total 

13,240 


Partners' Capital Account 

Dr. Cr. 


Date 

Particulars 

J.E 

Asha's 

Bony's 

Date 

Particulars 

J.F. 

Asha's 

Bony's 

2000 



Rs. 

Rs. 

2000 



Rs. 

Rs. 

Dec31 

Proht and Loss 

■ 



Dec 31 

Balance b/f 

■ 

60,000 

50,000 


Adjustment; 

■ 

200 

150 


Profit and I.oss 

■ 




(Interest on 

■ 




Adjustment: 

■ 

3,480 

2,760 


drawings) 

■ 




(Interest on 

■ 




Profit and Loss 

■ 




capital) 

■ 




Adjustment: 


6,445 

6,445 


Profit and Loss 

■ 




(Loss on 





Adjustment; 

■ 

5,000 



Adjustment) 





(Salary) 

■ 




Balance c/f 

1 

61,835 

48,165 


Profit and Loss 

Adjustment; 

(Commission) 

1 


2,000 




68.480 

54,760 




68.480 

54,760 







Balance b/f 


61,835 

48,165 


For a Single adjustment entry an analysis table to find out the amount to 
be debited or credited to the capital accounts of the partners individually. 
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Analysis Table 

Particulars 

Asha 

(RsJ 


Amount credited 

(Inierest iju c apiliil, .salary and rommisslon) 

8,480 

4,760 

Amount debited 

(Iirterest on drawings and share of loss) 

6,645 

6,595 

- 

Cr. 1,835 

Dr. 1,835 

Journal Entn/ 

Bony's Capital a/c. Dr. 

Asha's Capital a/c 

1,835 

1,835 


AlternatluelLj: A detailed statement can be prepared as follows : 


Statement of Adjustment 


ParUculars 


Asha's Capital ; 
Interest on Capttal 
Interest on Drawings 
Saiaiy 


Amount already 
recorded 


Amount as should Adjustment 
have been recorded 


Dr. (Rs.) I Cr. (Rs.) Dr. fRs.d Cr. (Rs.) Dr./Cr(RsJ 
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Adjustment Enti-y 

Bony‘s Capital a/c Dr, l,83fi 

Axilla’s Capital a/i- 1,835 

Note ! Share of Profit has been worked out as under : 


Profit and. Loss Appropriation Aecoiint 
for the year ended December 31, 2000 

Dr. Cr. 


Particidars 

Amount 

(Rs.) 

Particular 

Amount 

(RsJ 

Interest on Capital 


Profit as per Profitancl Loss a/c 

20,000 

Asha 3,480 


Interest on Drawings . 



Bonv 2.760 

6,240 

Asha's 

200 


Asha's Capital (Salaiy) 

5,000 

Bony's 

150 

350 

Bony's Capital (Commission) 

2,000 




Shai'e of Profit: 





Asha 3,555 





Bony 3.555 

7,110 




Total 

20,360 

Total 

20,350 


1.6 Goodwill 

Goodwill is also one of the special aspects of partnership accounts which 
requires adjustment at the time of a change in the profit sharing ratio, tlie 
admission of a partner or the retirement or death of a partner. 

1,4.1 Meaning of Goodwill 

Over a period of time, a well-established business develops an advantage of 
good name, reputation and wide business connections. This helps the business 
to earn more profits as compared to a newly set up business. In accounting, 
the monetary value of such advantage is known as ’goodwill'. 

It Is regarded as an intangible asset. In other words, goodwill is the value 
of the reputation of a firm in respect of the profits expected in future over and 
above the normal profits. It is generally observed that when a per.son pays for 
goodwill, he/she pays for something, which places him in the position ol'being 
able to earn super profits as compared to the profit earned by other firms in 
the same industry. 
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In simple words, goodwill can be defined as "the present value of a firm's 
anticipated excess earnings" or as "the capitalized value attached to the 
differential profit capacity of a business". Thus, goodwill exists only when the 
firm earns super profits. Any firm that earns normal profits or is incurring 
losses has no goodwill, 

1.6.2 Factors giving rise to Goodwill 

The main factors helping the creation of goodwill are as follows : 

1, Nature of Business : A firm that produces high value added products or 
having a stable demand is able to earn more profits and therefore has 
more goodwill. 

2, Locatijon : If the business is centrally located or is at a place having heavy 
customer traffic, the goodwill tends? to be high. 

3, Efficiency of Management: A well-managed concern usually enjoys the 
advantage of high productivity and cost efficiency. This leads to higher 
profits and so the value of goodwill will also be high. 

4, Market situation : The monopoly condition or limited competition enables 
the concern to earn high profits which leads to higher value of goodwill, 

5, Special Advantages : The firm that enjoys special advantages like Import 
licences, low rate and assured supply of electricity, long-term contracts 
for supply of materials, well-known collaborators, patents, trade marks, 
etc, enjoy higher value of goodwill. 

1.6.3 Need for Valuation 

Normally, the need for valuation of goodwill arises at the time of the sale of a 
business. But, in case of a partnership firm it may also arise in the following 
circumstances: 

1. Change in the profit sharing ratio amongst the existing partners; 

2. Admission of a new partner; 

3. Retirement of a paiTner; 

4. Death of a partner; 

5. Dissolution of a firm which involves sale of business as a going concern: and 

6. Amalgamation of firms. 
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1.6.4 Methods of Valuation of Goodwill 

The important methods of valuation of goodwill are as follows : 

1. Awrage Profits Method: Under this method, the goodwill is valued at agreed 
number of 'years' purchase of the average profits of the past few years. It 
is baaed on the. assumption that a new business will not be able to earn 
tmy profits during the first few years of its operations. Hence, the person 
who purchases a running business must pay in the form of goodwill a 
sum which is equal to the profits he is fikely to receive for the first few 
years, The goodwill, therefore, should be calculated by multiplying the 
past average profits by the number of years during wlilch the anticipated 
profits are expected to accrue. 

For example, if the past average profits of a business works out at 
Rs. 20,000 and it is expected t4at the same profits will be available in 
future, the value of goodwill will be Rs, 60,000 (Rs. 20,000 x 3). if three 
years, purchase of the past average profits constitute the basis of valuation 
of the goodrvlll. 

Illustration 12 (Goodwill) 

The profit for the last five years of a firm were as follows year 1999 Rs. 4,00,000; 
year 2000 Rs. 3,98.000: year 2001 Rs. 4.50.000; year 2002 Rs. 4,45,000 and 
year 2003 Rs. 5,00,000. Calculate goodwill of the firm on the basis of 4 yem’s 
purchase of 5 years average profits. 

Solution 


Year 

Rs. 

Profit 

Rs. 

1999 

4,00,000 

2000 

3,98,000 

2001 

4,50,000 

2002 

4,45,000 

2003 

5,00,000 

Total 

21,93,000 


Average Profit 


Total profit of last 5 years 
No. of years 


21,93,000 


4,38,600 


Goodwill 


= Average Profits x No, of years purchased 
= 4,38,600 X 4 = Rs. 17,54,400 
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IllListration 13 (Goodwill) 

Compute the value of goodwill on the basis of four years' purchase of the 
average profits based on the last flve years. >1 t 


The profits for the last five years were as follows : 


Year 

Rs. 

1999 

40,000 

2000 

50,000 

2001 

60.000 

2002 

50,000 

2003 

60,000 


Solution 


Calculation of Average Profits 


Year 

(Profits) 

Rs. 

1999 

40,000 

2000 

50.000 

2001 

60,000 

2002 

50,000 

2003 

60,000 

Total 

2,60,000 

Average Profits 

= 2.60.000/5 
= Rs. 52,000 

Goodwill 

= Rs. 52,000 X 4 

^ Rs. 2,08,000 


Rlustration 14 [Goodwill) 

The following were the profits of a firm for the last three years. 

Year ending Profit (Rs.) 

March 31 

2000 4,00,000 (including an abnormal gain of 

Rs. 50.000) 

2001 5,00,000 (after charging an abnormal loss of 

Rs. 1,00,000) 

2002 4,50,000 (excluding Rs. 50,000 payable on the 

Insurance of plant and machinery ) 
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Calculate the value of firm's goodwill on the basis of two years purchase of the 
average profits for the last three years. 

Solution 

Calculation of average maintainable profits. 


Year ended 

Profit 

(Rs.) 

2000 (4,00,000 - 50,000) 

3,50,000 

2001 (5,00.000 + 1,00,000) 

6,00,000 

2002 (4,50.000 - 50,000) 

4,00,000 

Total 

13,50,000 


Average profit =--=Rs. 4,50,000 

Goodwill at 2 years purchase of Average Profit 
= 4,50,000 X 2 = 9,00,000 

The above calculation of goodwill is based on the assumption that no 
change in the overall situation of profits is expected in the future. 

1. Weighted Average Profit Method : This method is a modified version of the 
earlier method. Under this method each yeai-'s profit is multiplied by the 
respective number of weights i.e. 1,2,3,4 etc., in order to find out value of 
product and the total of products is then divided by the total of weights in 
order to ascertain the weighted average profits. Thereafter, the weighted 
average profit is multiplied by the agreed number to find out the value of 
goodwill. 

Total of Productsof Profits 

Weighted Average Profit = Total of Weights 

Goodwill = Weighted Average Profits x Agreed 

Number of years'(Piirchase) 

Weighted average profit method of valuation of goodwill is better than the 
simple average profit method beeause it gives weightage to latest 
profit,which is likely to be matntained in the future by the firm. It is 
applicable when the profit shows a rising or falling trend, 
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Rlustration 15 [Goodwill) 

The profits of a firm for the year ended 31st Mai'ch for the last five years were 
as follows : 


Year 

Profit (Rs.) 

1999 

20,000 

2000 

24.000 

2001 

30,000 

2002 

25,000 

2003 

18.000 


Calculate the value, of goodwill on the basis of three ytlars' purchase of 
weighted average profits after weights 1,2,3,4 and 5 respectively to the profits 
for 1999, 2000, 2001, 2002 and 2003. 


Solution 


Year 

ended 31 March 

Profit 

Rs. 

Weight 

Pivduct 

1999 

20,000 

1 

20,000 

2000 

24.000 

2 

48,000 

2001 

30,000 

3 

90,000 

2002 

25,000 

4 

1,00.000 

2003 

18,000 

5 

90,000 

Total 


15 

3,48,000 


Weighted Average Profit ^ -Rs- 23,200 

Goodwill = 23,200 x 3 = Rs. 69,600 

niustratton 16 (Goodwill) 

Calculate goodwOl of a firm on the basis of three years' purchase of the weighted 
average profits of the last four years. The profit of the last four years were ; 2000 
Rs. 20,200; 2001 Rs. 24,800; 2002 Rs.20,000 and 2003 Rs. 30,000. The weights 
assigned to each year are : 2000-1; 2001- 2; 2002- 3 and 2003-4. 

You are supplied the following information : 

(1] On September 1, 2002 a ma.ior plant repair was undertaken for Rs. 6,000 
which was charged to revenue. The said sum is to be capitalized for goodwill 
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calculation subject to adjustment of depreciation of 10% p.a. on reducing 
balance method. 

(til Ihe closing stock for the year 2001 was overvalued by Rs. 2,400. 

(iii) To cover management cost an annual charge of Rs. 4,800 should be made 
for the puipose of goodwill valuation. 


d-oiutiosi 


Calculation of aclfusted 
profit 

2000 

Rs. 

2001 

Rs. 

2002 

Rs. 

2003 

Rs. 

Given Profits 

20,200 

24,800 

20,000 

30,000 

Less Management Cost 

4,800 

4,800 

4,800 

4,800 

Add Capital expenditure 

15,400 

20,000 

15,200 

' 

25,200 

chai-ged to revenue 

- 

- 

6.000 

- 

less unprovided 

15,400 

20,000 

21,200 

25,200 

depreciation 

- 

- 

200 

580 

Less over valuation of 

15,400 

20,000 

21,000 

24,620 

closing .stock 

- 

2,400 

- 

- 

15,400 

17,600 

21,000 

24,620 

Add over value of opening 
stock 

- 

- 

2,400 

- 

Adjusted Profit 

15,400 

17,600 

23,400 

24,620 


Calculation of weighted average profits ; 


Year 

Profit 

Rs. 

Weight 

Product 

2000 

15,400 

1 

15,400 

2001 

17,600 

2 

35,200 

2002 

23,400 

3 

70,200 

2003 

24,620 

4 

98.480 

Total 


10 

2,19.280 


2,19,280 

10 


= Rs, 21,928 


= 21.928 X 3 = Rs, 65,784 


Weight Average Profit 
Goodwill 
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Notes to the Solotion 

(i) Depreciation of 2002 = 10% of Rs. 6,000 for 4 months 

= 6.000 X 10/100 X 4/12 = Rs. 200 

(U) Depreciation of 2003 = 10% of Rs. 6.000 - Rs. 200 for one years 

= 5.800 xlO/100 = Rs. 580 

(111) Closing stock of 2001 will become opening stock of 2002. 

2. Super Profits Method.: The basic assumption in the average profits method 
of calculating goodwill is that, if a new business is set up, it will not be able 
to earn any profits during the first few years of its operations. Hence, the 
person who purchases an exl.sting business has to pay in the form of goodwill 
a sum equal to the total profits he is likely to receive for the first 'few years'. 

It Is also contended that the buyer's real benefit does not lie in total profits; 
it is limited to such amounts of profits which are in excess of the normal 
return on capital employed in similar business. Therefore, it Is desirable to 
value, goodwill on the basis of the excess profits and not the actual profits. 
The excess of actual profits over the normal profits is tenned as super profits. 
Normal profits can be ascertained as follows : 


Normal Profits = 


Capital Employed X Normal Rate of Return 
100 


Suppose an existing firm earns Rs. 18,000 on tlie capital of Rs. 1,50,000 
and the normal rate of return is 10%. The Normal profits will work out at 
Rs, 15,000 (1,50,000 X 10/100). The super profits m this case will be Rs, 3,000 
(Rs. 18,000 - 15,000). 


The goodwill under the super profits method is ascertained by multiplying 
the super profits by certain number ofyears' purchase. If, in the above example, 
it is expected that the benefit of super profits is Ukety to be available for 5 years 
in future, the goodwill will be valued at Rs. 15.000 (3,000 x 5). Thus, the steps 
involved under the method are : 


1. Calculate the average profit, 

2. Calculate tire normal profit on the capital employed on the basis of the 
normal rate of return, 

3. Calculate the super profits by deducting normal profit from the average 
profits, and 

4. Calculate goodwill by multiplying the super profits by the given number of 
years' purchase. 
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fHiisfTrtfton 17 (Goodwill) 

Hie tKWks of business showed that the capital employed on December 31,2001, 
Ite, 5.00,000 and the profits for the last five years were: 1997-Rs. 40,000; 1998- 
Rs.. 50,000; 199g-Rs. 55,000; 2000-Rs. 70,000 aad 2001-Rs, 85.000. You are 
rtTpiired to find out the value of goodwill based on 3 years purchase of the super 
profits of the birslness, given that the normal rate of return is 10%. 

Solution 


Norma] Profit 


Capital Employed x Normal Rate of Return 

Too 


5,00,000 X 10 
100 


= Rs. 50.000 


Average Profits ; 


Year 

Profit 

Rs. 

1997 

40,000 

1998 

50,000 

1999 

55,000 

2000 

70,000 

2001 

85,000 

* Total Profit 

Rs. 3,00,000 


Average Profit = Rs. 3,00,000/5 = Rs. 60,000 
Super Profit = Rs. 60.000 - Rs. 50.000 = Rs, 10.000 


Goodwill = Rs, 10,000 X 3 = Rs. 30,000 


ll'i istration 18 (Goodwill) 

capital employed in abu.siness on March 31, 2003 was Rs. 20,00,000 and the 
profits for the last five years were as follows : 


Year ending , Profit 

31st March Rs. 


1999 

2000 
2001 
2002 
2003 


2,60,000 

2,80,000 

2,70,000 

2,50,000 

2,10,000 
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Calculate the value ol goodwill on the basis of 3 years' purchase of the 
super profits of the business. The normal rate of return is 10%. 


Solution 

Normal Profit 


Capital Employedx N ormal Rate of Return 
100 


Average Profit 


Su-inr Profit 


Goodwill 


Rs. 20,00,000/10 
100 


= Rs. 2,00,000 


Rs. 2,60,000+ 2,80,000+ 2,70,000+ 2,50,000+ 2,10,000 

5 


Rs.12,70.000 


= Rs. 2,54,000 


Average Profii - Normal Profit 
2,54,000 - 2,0.1,000 
Rs. 54.000 

Super Profit x No. of years purchase 
54,000 X 3 
Rs, 1,62,000 


Illustration 19 (Goodwill! 

The capital of the firm of Anu and Benu is Rs. 1,00,000 and the market rate of 
Interest is 15%. Annual salaiy to partners is Rs. 6,000 each: The profits for 
the last 3 yeai'S were Rs, 30,000; Rs. 36,000 and Rs. 42,000. Goodwill is to be 
valued at 2 years purchase of the last 3 years' average super profits. Calculate 
the goodwill of the firm. 

Solution I 


Interest on capital = 1.00,000 ^ j^qq -Rs. 15,000 . (i) 

Add partner's salaiy = Rs. 6,000 x 2 = Rs. 12,000 . (11) 

Normal Profit (1 + 11) = Rs. 27,000 

Rs. 1,08,000 


Average Profit = Rs- 30,000 + Rs. 36,000 + Rs. 42,000 


= Rs. 36,000 
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a,tper t*roflt 

- Average Profit - Normal Profit 

= Rs. 36,000 ~ Rs. 27,000 
= Rs. 9,000 

Goodwill 

= Super Profit x No of years' purchase 
= Rs. 9,000 X 2 


= Rs, 18,000 


3. CcipCfateatfon Method : Under this method the goodwill can be calculated 
In two ways ; (a) by capitalizing the average profits, or (b) by capitalizing 
the super profits, 

(a) Capitalization of Average Projit: In this method, tlie value of goodwill 
is ascertained by deducting the actual capital employed (net assets) 
in the business from the capitalized value of the average profits on 
the basis of normal rate of return. This involves the following steps : 

(1) Ascertain the average profits based on the past few years' 
performance. 

(ii) Capitalize tire average profits on tlie basis of the noiTnal rate of 
return as follows : 

Average Profits x lOO/Normol Rate of Return 
This will give the total value of business. 

(iii) Ascertain the actual capital employed (net assets) by deducting 
outside liabilities from the total assets (excluding goodwill). 

Capital Employed = Total Assets (escluding goodvlU) - outside liabilities 

(iv) Compute the value of goodwill by deducting net assets from the 
total value of business, l.e. (li) - (iii). 


Illustration 20 [Goodwill) 

A business has earned average profits of Rs. 1,00,000 during the last few 
years and the normal rate of return in a similar type of business is 10%. 
Ascertain the value of goodwill by capitalization method, given that the value 
of net assets of the business is Rs, 8,20,000. 

Solution 


Capitalized Value of Average Profits 


Rs. 1,00,000 


X 100 = 


10 


Rs 10,00,000 
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Goodwill = Capitalized Value - Net Assets 
= 10,00,000 - 8,20,000 
= Rs. 1,80,000 

(h) Capitalization of Super Profits : Under this method following steps are 
involved : 

(i) Calculate Capital employed of the firm, which is equal to total 
assets minus outside liabilities. 

(ii) Calculate required profit on capital employed by using the 
following formula : 

Profit = Capital Employed x Required Rate of Return/100 

(iii) Calculate average profit of past years, that is, 3 to 5 years. 

(iv) Calculate super profits by deducting reqtalred profits from average 
profits. 

(v) Multiply the super profits by the required rate of return multiplier, 
that is. 

Goodwill = Super Profits x 100/Normal Rate of Return 
In other words, goodwill is the capitalized value of super profits. 
Rlustration 21 (Goodwill) 

Calculate Goodwill if; 

T! 

(i) The goodwill of a firm is estimated at three years' purchase of the average 

profits of the last five years which are as follows : ' 

Years; 1998 1999 2000 2001 2002 

Profits (Loss): Rs. 10,000 15,000 4,000 (5,000) 6,000 

(ii) If in the firm total capital employed is Rs. 1,00,000 and normal rate of 
return is 8%, the average profit for last 5 years is Rs. 12,000 and goodwill 
is estimated at 3 years' purchase of super profits, remuneration to partners 
Rs. 3000. 

(iil) Rama Brothers earn a net profit of Rs. 30,000 witli a capital of Rs. 2,00,000. 
The normal rate of return in the business is 10%. Use capitalization of 
super profits method to Vcilue the goodwill. 

Solution 

(i) Total Profit = Rs. 10,000 + 15,000 + 4,000 + 6,000 - 5,000 = Rs, 30,000 
Average Profit = Rs. 30,000/5 = Rs. 6,000 

Goodwill = Average Profit x 3 = Rs. 6,000 x 3 = Rs. 18,000. 





ACCOUNTANCY 



nil Averai^ Profit = Rs. 12,000 

Remuneratlcjn to Partners = Rs. v3,000 

Avera^fe actual profit = Rs. 12,000 - Rs, 3,000 = Rs. 9,000 

Normal FToflt = Rs. 1.00,000 x 8/100 = Rs. 8,000 

Super Profit = Average Profit - Normal profit = Rs. 9,000 - 8,000 

= Rs. 1,000 

Goodwill = Super Profit x 3 = 1,000 x 3 = Rs. 3,000 

(ill) Nonml Profit = Rs. 2,00,000 x 10/100 = Rs. 20,000 

Super Profit = Average Profit - Normal Profit = Rs. 30,000 - 20,000 

= Rs. 10,000 

Goodwill = Super Profit x lOO/Normal Rate of Return 
= 10,000 X 100/10 = Rs. 1,00,000 

4. Present Value of Super Profits : Under this method, goodwill is estimated 
as the present value of the future super profits. This requires following 
steps : 

(1) Calculate the future super profits for next: 5 to 7 years depending 
upon the business potential. 

(il) Choose the required rate of return. 

(iii) Calculate present value factors. 

(iv) Multiply present value factors with future super profits. 

(v) The sum of product of present value factors and super profits is the 
value of goodwill. 

Illustration 22 (Goodwill) 

A firm has the forecasted profits for the coming 5 years as follows : 

Year 1 II III IV V 

Profits (Rs.) 1.00,000 1.20.000 90,000 1,00,000 1,50,000 

The total assets of the firm are Rs. 10,00,000 and outside liabilities are 
Rs. 2,00,000. The present value factor at 10% are as follows : 

Year I II III IV V 

PVF 0,9091 0.8264 0.7513 0.6830 0.6209 

Calculate the Value of goodwill. 


i 
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Solution 


Year 

{ 

-1 

III 

IV 

V 

Profits (R.S,) 

1,00,000 

1,20,000 

90,000 

1,00,000 

1,50,000 

Normal Profit 

80,000 

80,000 

80,000 

80.000 

80,000 

Super Profit 

20,000 

40,000 

10,000 

20,000 

70,000 

PVF 

0.9091 

0.8264 

0.7513 

0.6830 

0,6209 

Present Value 
of Super Profits 

18,182 

33,056 

7,513 

13,660 

43,463 


Value of Goodwill = Rs. 18,182 + 33,056 + 7,513 + 13,660 + 43,463 

= Rs. 1.15,874 


1.7 Change Ira Profit Sharirag Ratio 

Sometimes, the partners of a firm may agree to change their existing profit 
sharing ratio. As a result of this, some partners 'wUl gain in future profits while 
others will lose. In such a situation, the partner who gains by the change in 
the profit sharing ratio must compensate the partner who has made the sacrifice 
because this effectively amounts to one partner buying the share of profits 
from another partner. For example, Anu and Benu are partners in a firm sharing 
profits in the ratio of 3:2. They decide to have an equal share in profits in 
future. In this case, Anu looses 1/lOth (3/5 - 1/2) share of .profits and Benu 
gains this 1/lOth. Hence, Benu must compensate Anu for her loss in the share 
of future profits. 

The amount of compensation wfil be equal to the proportionate amount of 
goodwill. Suppose, the total value of goodwill is ascertained as 
Rs. 50,000/-, then Benu must pay 1/10 of Rs. 50,000/-, i.e. Rs. 5,000 to Anu. 
Alternatively, Benu's Capital Account be debited by Rs 5,000 and Ann's Capital 
Account credited with Rs. 5,000. The entry, thus, will be : 

Benu's Capital a/c Dr. 5,000 

Anu'.s Capital a/c 5,000 

Alternatively, if the amount is paid privately by tlje gaining partner to the 
other partner, then no entry is made in the books of the firm. 

Apart from the payment of compensation for goodwill, the change in profit 
sharing ratio may also necessitate adjustment in the partners' Capital Accounts 
with regard to reserves, revaluation of assets and Uabilities, etc. These are 
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Klmllai' to those roadt*. iil the tiriiie of the admission or retirement of a partner. 
AH these aspects will tjc; di.scu5>.s(!d in details In chapter dealing witli, admission 
of a partner. 

1.8 jiSiltit life FoMcy 

A life assnraiu:e poltcy obtained Jointly on the lives of the members of a 
parlneashlp firm is called a Joint life policy. Since the firm has an insurable 
interest in the lives of its members, hence to mahe finances available for payment 
to the retiring partner on his retirement or to the legal heirs of tire decea.sed 
partner, It obtains a Joint life policy. The payment for hie policy may be made 
either privately by the partners or by the firm. The joint life pohcy matures on 
tfie death of any one of the partners or on hie expiry of the time for which it is 
obtained. Maturity of the policy means that the insurance company becomes 
liable to pay the sum assured to the firm either on hie death of a partner or on 
the expiry of the time whichever happens earlier. 

Accounting Treatnaent 

lire premium on the joint life policy maybe paid either privately by the partners 
or by the firm, When the premium is paid privately by hie partners then no 
accounting treatment is required in the books of the firm. But when the 
premium is paid out of the firms cash then the transactions relating to Joint 
iLfe policy will be shown in the books of the iirm. The treatment of Joint life 
policy in the books of the flriii will depend upon the fact whehier the premium 
paid has been considered as revenue expenditure or capital expenditure. 

When premium paid is considered by the firm as a revenue expenditure 
then it opens tn its bookvS an account called 'Joint Life Policy Premium Account'. 
Premium paid annually is debited to this account and credited to cash account. 
At the end of the year the premium paid is transferred to joint life policy 
account. These two entries of payment of premium and its writing off to profit 
tmd loss account are recorded every year. On maturity oi the policy the 
maturity amount received from the insurance company is credited to (he 
capital accounts of all the partners including the retiring/deceased partner 
in their profit sharing ratio. 


When premium paid is considered as a capital expenditure tlren the firm 
opens in its books 'Joint Life Policy Account' which is an asset account. 
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Premium paid Is debited to this account and credited to bank account. At the 
end of ttie year the 'Joint Life Policy Premium Account' is reduced to surrender 
value by debiting the difference between the premium paid and surrender 
value. Surrender value is that amount of money which the insurance company 
pays to the policy holders In the event of surrendering the policy to the insurance 
company before the date of its maturity. At the time of maturily of the policy a 
joint life policy account is debited with an amount which is equal to the claim 
receivable from the Insurance company. Afterwards the joint life policy account 
Is closed by transferring its balance to the capital accounts of all the partners 
in their profit sharing agreement, 

llie treatment of Joint Life Policy has been discussed in detail in the chapter 
on retirement/death of a partner. 

Teiiots lir«iiii[ ^ Clulj^tef 


Partnership 
Partnership Finn 
Partners 

Partnership Deed 

Pjulner's Capital Account 

Partners Current Account 

ftoflt and Loss Appropriation Account 

Profit and Loss Adjustment Account 

Goodwill 

Super Profit 

Average Profit 

Capitalized Value of Business 
Capital Employed 


Summary 

J. Dejinitian of partnership and its essential features 

"Relation between persons who have agreed to share the profits of a business 
carried on by all or any one of them acting for all", is called 'partnership'. The 
essential features of partnership are ; {!) To form a partnership tliere must be 
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at Ifast two persons; (II) It is created by an agreement; (ill) The, agreement 
should be for carrying ort some legal business; (Iv) The agreement must be for 
sharing the profits of the business; and (v) It is based on mutual agency 
relationship amongst the partners. 

Meaning and contents of partnership deed 

A doenunent which contains the terms of jrartnershlp as agreed among the 
partners Is called 'Paidnershlp Deed'. It usually contains all mutual rights 
and obligations of partners, rules relating to the safe custody of books of 
accounts and other documents, mode of appointment of an auditor. If 
required, and the rules to be followed In case of admission, retirement, 
death, dissolution, etc. 

Proutsion of Partnership Act applicable to accounting 

Normally, a partnership deed Includes all mutual rights and duties of partners. 
But If it Is silent in respect of certain aspects, the relevant provisions of the 
Indian Partnership Act, 1932 become applicable. According to the Partnership 
Act, the partners share profits equally, no partner is entitled to renruneration, 
no Interest on capital Is allowed and no Interest on drawings is charged. 
However, if any partner has given some loan to the firm, he Is entitled to 
Interest on such amount @ 6% per annum. 

Preparalion of capital accounts under jbeed ar\d fluctuating capital methods 

All trarrsactions relating to partners are recorded In their respective capital 
accounts In the books of the firm. The partners' capital accounts may be 
malntairred according to fluctuating capital method or fixed capital method. 
Under fluctuating capital method all the transactir)n.s relating to a partner 
ai'e recorded In his capital account Itself, But under fixed capital method, the 
amount of capital remains fixed, the transactions like Interest on capital, 
drawings, interest on drawings, salaiy, commission, share of profit or loss are 
not shown in his capital account. They are recorded In a sepai'ate account 
called partner's current account. 

Distribution of profit and loss 

'fire distribution of profits among the partners is shown through a Profit and 
Loss Appropriation Account which Is merely an extension of the Profit and 
Los.s Account, It is usually debited with Interest on capital and .salary/ 
commission allowed to the partners, and credited with net profit a.s per Profit 
and Los.s Account and the Interest on drawings. The balance being profit or 
loss l,s distributed among the partners In the profit .sharing ratio and 1 Tan-sferred 
to their respective capital accounts. 

Treatment of guarantee of minimum profit to a partner 

Sometimes, a partner may be guaranteed a ratnimum amount by way of his 
shai e in profits. If, In any year, the share of profits as calculated according to 
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his prolil sharing ratio is less than tlie guaranteed amount, the deficiency is 
made good by the guaranteeing partners' In the agreed ratio which usually 
is the profit sharing ratio. If, however, such guarantee has been given by 
any of them, he or they alone shall bear the amount of deficiency. 

7. Treatment of past acljustments 

If, after the linal accounts have been prepared, some omission or commissions 
are found in respect of the Interest on capital, interest on drawings, partner's 
salary, commission, etc. the neces,sary adjustment can be made in the 
pailner's capital accounts through the Profit and Loss Adjustment Account. 

S. Meaning of goodwill and the methods of its valuation 

Over a period of time, a firm on account of a variety of factors, develop an 
advantage of name and wide business connections which enable it to earn 
more proflts as compared to a newly set-up business. The value of such 
advantage is termed as goodwill. In relation to a firm, the valuation of goodwill 
is needed whenever some change takes place in the constitution of tire firm 
such as admission of a partner, retirement of a partner, etc. There are three 
methods of calculating value of goodwill viz., purchase of average profits 
method, purchase of super profits method and capitalization method. 

9. Accounting implication of change in the profit sharing ratio 

When the partners decide to change their profit sharing ratio, some partners 
will gain while otirers will lose. Hence, tlie gaining partner has to compensate 
the partner who makes the sacrifice by paying (or through necessary 
adjustment in their respective capltsil accounts) the proportionate amount 
of goodwill. 


Questions and Exercises 


A. 

1 , 


Objective Type Questions 

State whether each of the following statements is true or false? 

(i) It is compulsory to have a partnership agreement in writing. 

(il) Under fixed capital method, any addition to capital will be shown 
in partner's capital account. 

(ill) Iniere.st on money advanced by a partner as lorm to the firm shall be 


(iv) 

(v) 

(vl) 


paid eveir if there are losses in the business. 

Interest on drawings is always calculated for full year on the total 
drawings. 

The business of the firm can be conducted even by one partner. 

Change in profit sharing rati< . ■.> ; . ■ ■ -as 

those in case of the admissioj 5 ^;<^^^^^ire^^I^ar^tner ^ Hoom.cm.rtnu 
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(\rli) (.'urrent accoimts of partners are maintained uiider the fluctuating capital 
method. 

(vlll) Partners are mutual agents of each other so far as the business of the 
drill goes. 

2. Mohan and Shyam are partners in a firm. State whether the claim is valid If 
the partneraliip agreement Is silent in the following matters, 

(1) Mohan Is an active partner. He wants a salaiy of Rs 10,000 per year, 

(ii) Shyam had advanced a loan to the firm. He claims Interest @ 10% per 
annum. 

(Ill) Mohan has contributed Rs 20,000 and Shyam Rs 50,000 as capital. 
Mohan wants that the profits be shared equally. 

(Iv) Shyam wants interest on capital to be credited @ 6% p.a. 

3. Short Answer Questions 

(I) Define Partnership Deed? 

(II) Explain in 50 words why is It considered better to make a partnership 
agreement hi writing? 

(lU) List the item.s which usually appear on the debit side of a partner's capital 
account, if the capitals are (1) Fixed, (11) P'luctuatlng. 

(tv) Why does the need for valuation of goodwill arlvse In relation to a 
partnership firm? 

(v) List the factors which give rise to goodwill. 

4. Essay Type Questions 

(1) What Is partnership? State tire chief characteristics of a partnership? 
Describe the main provisions of the Partnerslilp Act tliat are relevant to 
partnership accounts, 

(il) Distinguish between; 

a) Fixed and Fluctuating methods of capital. 

b) Average Profits and Super Profits. 

(lil) Illustrate how Interest on drawings will be calculated under various 
situations? 

(Iv) Define goodwill. Describe various methods of valuing goodwill, 

Exercises 

5. Raj and Neeraj are partners in a firm. Theh capitals as on April I. 2001 were 
Rs 2,50,000 and Rs 1,50,000, respectively. They share profits equally. On 
July 1, 2001, they decided tlrat their capitals should be Rs. 2,00,000 each. 
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I he ucHTssaiy arijustmcnt in the capitals were made by introduclu,??, or 
wllhdiawing (ash. Iiiferest on capital is allowed at 8% p.a. Compute tiitercst 
on capital lor botii the partners for die year ending on March 31, a002. 

6. A and H art. p;ufn< rs In a firm. They share profits and losses In the ratio of 
.1.2, i\s jx'f tin li par tiiH .ship agreement. Interest on drawings is to be charged 
m lO'bi I).a. TTieir drawings during 2002 were Rs. 24,000 and Rs. 16.000. 
respectively. 

(..alcnlaU; Init're.st oti drawings based on the assumption tliat the amounts 
withdrawn evenly throughout the year. 

7. Hasan Is a partner In a lirm. He withdraws the following amotmts during the 
year 2002 ; 


F(;bi'uar>" 1 
May 1 
June 30 
October 31 
Dectnnber 31 


Rs, 4,000 
Rs. 10,000 
Rs. 4,000 
Rs. 12,000 
Rs. 4,000 


Intere.st on drawlng.s Is to be charged @ 714 % p.a. 

Calculate the amount of Interest to be charged on Hasan's drawings for the 
year 1989. 


8. Menon and 'nioinas are pai'tners In a firm. They shar-e profits and losses 
equally. Their monthly drawings are Rs, 2,000 each. Interest on drawings is 
to be chargtrd @ I0% p.a. Calculate Interest on Menon's draivings for tire year 
1989 a,s.sumlng drawings are made (1) in the beginning of every month, (ii) in 
the middle ol evciy month, and (ill) at the end of every month. 

9. On March 31, 2003. after the close of books of accounts, the capital account 
of Riim, Shyam and Mohan showed balance of Rs. 24,000, Rs. 18,000 and 
IbJ, 12.000 re.spcctlvely, But, it was later discovered that Interest on capital 
@ 5% had been omitted. The profit for the year ended March 31, 2003, 
amounted to Rs. 36,000 and the partners drawings had been Ram Rs. 3,600, 
Shyam R.s. 4,500 and Mohan Rs. 2,700. The profit sharing ratio of Ram, 
Syham and Mohan was 3:2:1. Calculate interest on capital. 

10. la)kc.sli and Azad arc partnens shtulng profits tn the ratio 3:2 with capitals of 
R.S. 50,000 and R.s. 30,000 respectively. Interest on capital is agreed ® 6% 
p,a. A/.ad Is allowed a salary of Rs. 2.500 p.a. During 2002. tlie profits for the 
year prior to llu: c:alculation of Interest on capital but after charging Azad's 
saJaiT amoniifed to Rs. 12,500. A provision of 5% of profits is to be made in 
resiled of manager's commission. Prepare an account showing the allocation 
of profits and paiiner's capital accounts. 
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11. Simnii :ind 5>omi are partners In a lirni, sharing profits and losses In the 
ratio (il 3:1. The prulli and ln.s,s account of the firm for the year ending 
March 31, 1999 .shows a net profit of Rs, 1.50,000, Prepare the Profit fmd 
I#o.sB Appropriation Account by taking into con.siderai.ion the following 
inforriiation ; 

(1) Partncr.s cajdtal on April 1,1999; 

.Sfinnii -- P.s. 30,000: Sonu — Rs. 60,000. 

(il) Cnn-ent accounts balanee.s on April 1, 1999: 

Slmriil — Rs. 30,000 (cr.) ; Sonu — Rs. 15,000 (cr.) 

(Hi) Partners drawing.s during the year amounted to 
Sljnmi — Rs. 20,000 ; Sonu — Rs. 15,000. 

(iv) Intere.st on capital was allowed @ 5%p.a. 

(v) Interest on drawings was to be charged @ 6% p.a. at an average of six 
months. 

(vl) Partners salaries : Slmml Rs. 12,000 and Sonu Rs. 9,000. Also show 
(he partner.s cuiTent accounts. 

12. Rtmi€.sh and Sure.sh were partners In a firm sharing profits in the ratio of 
Ihelr capitals contrlhted on commencement of business which were Rs. 80,000 
and R.S. 60.000 respectively. The firm stared business on April 1,2001. 
According to the partnership agreement interest on capital and drawings are 
12% and 10% p.a, respectively. Ramesh and Suresh are to get a monthly 
salary of Rs. 2,000 and Rs. 3,000 respectively. 

The profits for year ended March 31, 2002 before making above 
appropriation was Rs. 1,00,300. The drawings of Ramesh and Suresh were 
Rs. 40,000 and Rs. 50,000, respectively. Interest on drawings amounted to 
Rs. 2,000 for Ramesh and Rs 2,500 for Suresh. 

ITepare Profit and Loss Appropriation Account and partners capital accounts 
assuming that their capitals are fluctuating. 

13. Sharma and Verma were partners hr a firm. Their partnership agreement 
provides that, 

(I) Profits and losses shared by Sharma and Verma in the ratio of 3:2. 

(II) 5% Interest is to be allowed on capital. 

(ill) Verma should he paid a monthly salary of Rs, 600, 

The following balances are extracted from the books of the firm on 
December 31,2002, 
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Sharma Verma 

Rs. Rs. 

Capital Accounts 40,000 40,000 

Current Accounts 7,200(cr,) 2,800(cr.) 

Drawings 10,850 8,150 


Net profit for the year, before charging Interest on capital and partner's 
salary wa,s Rs, 9.500. It was found that Verma was regularly drawing his 
monthly salary. But It was not recorded In drawings account nor debited to 
the profit and loss account. 

Prepare tire Profit and Loss Appropriation Account and the Partner's Current 
Accounts 

14. lire partnership agreement of Maneesh and Gtrlsh provides that 
( 1 ) Prafits will be shared equally. 

(ii) Maneesh will be allowed a salary of Rs. 400 p.m. 

(ill) Glrlsh who manages the sales department wUl be allowed a commission 
equal to 10% of the net profit after allowing Maneesh's salary. 

(Iv) 7% Interest will be allowed on partner's fixed capital. 

(v) 5% Interest will be charged on partner's annual drawings. 

(vl) Tlic fixed capitals of Maneesh and Glrlsh ai-e Rs, 1,00,000 and Rs. 80,000 
respectively. Their annual drawings were Rs. 16,000 and Rs. 14,000 
re.spectively. The net profit for the year ending March 31,2002 amounted 
to Rs. 40,000, 

Pi-epare firm's profit and loss Appropriation account. 

15. Ram, Rrij tuid George are partners sharing profits In the ratio 5:3:2. 
According to the parbrership agreement George Is to get a minimum amount 
of Rs .10,000 as his share of profits every year. The net profit for the year 
1989 amounted to Rs. 40,000. 

Prepare the Profit rind Loss Appropriation Account. 

16. Aman, Bablta and Suresh are partners in a firm. Theli' profit sharing ratio is 
2:2:1. However, Suresh is guaranteed a minimum amount of Rs. 10,000 as 
share of profit every year. Any deficiency arising if any, on that account shall 
be nret by Bablta. The profits for two years ending December 31, 2000 and 
2001 wer e Rs. 40,000 and Rs, 60.000 respectively. 

Prepare the Profit turd Loss Appropriation Account for the two years. 

17. On December 31. 2001 the capital accounts of Elvtn, Monu and Ahmed after 
mEiklng adjustments for profits, drawings, etc. were as, Elvtrr — Rs. 80,000. 
Monu —Rs. 60,000, and Ahmed —Rs. 40,000. Subsequently, it was discovered 
that interest on capital and interest on drawings had been omitted. The 
partner-s were entitled to Interest on capital @ 5% p.a. The drawings during 
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the year were: Elvln — Hs. 20,000: Monu — Rs. 15,000: and Ahmed — 

Rs, 9.000, lnteif;,st on drawings chargeable to the partners was Elvln — 

Rs, 500. Monu — Rs, 360 and Ahmed — Rs, 200. 'Ihe net profit during the 
year amounted to Rs 1.20,000. The profit sharing ratio of the partners was 
3:2:1. 

Record the neces.sary adjustment entries for rectifying the above errors of 
omission. Shorv your workings. 

18. Azad and Benny are equal partners. Their capitals are Rs. 40,000 and 
Rs. 80,000. respectively. After the accounts for the year have been prepared It 
Is discovered that interest at 5% p.a, as provided In the partnership agreement, 
has not been credited to the capital accounts before distribution of profits. It 
ts decided to make an adjustment entry at tlie beglmilng of the next year. 

Record the necessary Journal entry. 

19. Goodwill of a firm Is to be valued at two years' purchase of ttiree years' average 
profits. The profits of the last three years were : 2000 — Rs. 30,000, 2001 — 

Rs. 40,000 and 2002 — Rs. 35,000 

Calculate, amount of goodwill. 

20. The average net profits expected in future by Glrdharl Lai Tankak and Co. 
are Rs. 30,000 per year. The average capital employed in the business by firm 
Is Rs, 2,00,000. The normal rate of return on the capital employed In similar 
business Is 10%, 

Calculate goodwill of the firm by : 

(a) Super Profit Method on the basis of two year purchase, and 

(b) Capitalization Method. 

21. Rajendra and Madhu were partners in a firm sharing profits In the ratio of 
5:3. On January 1,2001 Urey decided that they will share the profits equally 
in future. The goodwill of the firm was valued at Rs. 60.000. No goodwill 
appeared in the books. 

Rajendra being the gainer, ascertain the amount of compensation to be made 
by htm to Madhu and state two ways in which It can be adjusted. 

22. Chandrakala and Anita were partners In a firm sharing profits In the ratio of 
2:1, Tlrey decide that with effect from January 1, 2000, they would share 
profits In t he ratio of 3:2. But. this decision was taken after the profits for the 
year 2000 amounting to Rs. 30,000 has been distributed in the old ratio. 

Goodwill was to be valued at the aggregate of two years profits preceding IJhe 
date decision became effective. The profits for 1998 and 199.9 were Rs. 20,000 
and Rs. 25,000, respectively. It was decided Uiat no goodwill would be raised 
and the necessary adjustment be made through capital accounts which, on 




accounting P’OR partnership — BASIC CONCEPTS 




December 31, 2000 stood at Rs. 50,000 for ChandraKala and Rs. 30,000 
, for Anita, 

Record the necessary journal entries. 

23. From the following information, calculate the value of goodwill of a firm of 
Chander and Gupta 

(a) At 3 years purchase of Average Profits. 

(b) At 3 years purchase of Super Profits. 

(c) On the basts of capitalization of Super Profits. 

(d) On the basis of capitalization of Average Profits : 

(I) Average capital employed In the business Rs. 7,00,000. 

(II) Net Trading results of the firm for the past years -profit 2002 
Rs. 1,4,7,600. Loss 2003 Rs. 1,48,100, Profit 2004. Rs. 4,48,700. 

(ill) Rate of interest expected from capital having regard to the risk 
Involved 18%. 

(Iv) Remuneration to each partner for his service Rs. 500 p.m. 

(v) Assets (excluding goodwill) Rs. 7,54,762. Liabilities Rs. 31,329. 

24. Kothari and Pradeep are partners sharing profits in the ratio of 3:2. They 
employed Chandan as tlieir manager to whom they paid a salary of Rs. 750 
p.m. Chandan deposited Rs, 20,000 on which Interest is payable at the rate 
of 9% p.a. At the end of 2001 (after the division of profit, It was decided that 
Chandan should be treated as partner w.e.f. Janl., 1998 with l/6th share in 
profits, His deposit being considered as capital carrying Interest at 6% p.a. 
like capital of other pailners. Firm's profits after allowing Interest on capital 
were as follows ; 




Rs. 

1998 

Profit 

59,000 

1999 

Profit 

62,000 

2000 

Loss 

(4,000) 

2001 

Profit 

78,000 


Record the necessary journal entries to give effect to the above. 

25. X , Y, and Z entered Into partnership on April 1, 1992. there is no agreement 
as the sharing-profits except that X guaranteed Z's share of profits after 
charging Interest would not be less than Rs. 7,800 p.a. The Initial capital was 
provided as follows : 

X Rs. 1,00,000 

Y Rs, 60,000 

Z Rs. 20,000 (which was Increased on 1 Oct., 1993 to Rs. 30,000). 

In addition to the above, capital X and Y made temporary loan to the firm as 
follows : X Rs. 40,000 advanced on March 1,1993 and repaid on Sept. 1, 1993. 

Y Rs. 80,000 advanced on Feb.l, 1993 and repaid on 1 May 1993. The profit 
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for the year enclecl March31, 1993 was Rs. 21,000 before providing for Interest 
show the profil and loss appropriation account for the year. 



Objecfiw 'l)]pe Quesitons 

1. True ; (II), (III), (V). (VI) and (VIII) False ; (I) (IV) and (VII) 

2. (I) not valid (II) not valid (III) valid (IV) not vEilld, 

5. Raj — Rs. 17.000: NceraJ — Rs. 15,000 

6. A—Rs. 1,200; B —Rs. 800 

7. Ihi. 1,075 

8. (1) Rs. 1,300; (11) Rs, 1,200; (111) Rs. 1,100 

9. Interest on capital Ram Rs. 480; Shyam Rs. 525; Mohan Rs. 435 

10. Profit as per P and L Appro, a/c Rs. 7,315 
Lokesh's capital a/c balance Rs. 57,389 
Ahmed's capital a/c balance Rs. 37,226 

11. Profit: Slminl Rs. 94,163; Sonu Rs. 31,387 

Current Accouunt Balances : Slmmi Rs, 1,17,687 

Sonu Rs. 42,313 

12. Share of profit ; Ramesh Rs. 16,000; Suresh Rs. 12,000; Balance In 
Capital Accounts : Raniesh Rs. 87,600; Suresh Rs. 62,700 

13. Share of loss ; Sharma Rs. 1,020; Verma Rs. 680 

Current Accounts Balances : Sharma Rs. 2.670(Dr.) 

Verma Rs. 4,030(Dr.) 

14. Share of profit : Manlsh Rs. 10,290 

Ganesh Rs. 10,290 

15. Share of Profit : Ram Rs. 18,750 

Rahim Rs, 11,250 
George Rs. 10,000 

16. Share of Profit : 2000 Aman Rs, 16,000 : 

Bablta Rs. 14,000, 

Suresh Rs. 10,000 

2001 Aman Rs. 24,000 : 

Bablta Rs. 24,000 
Suresh Rs. 12.000 

Elvln Rs. 79,430; Debit Elvln \vlth Rs. 570 


17. Adjusted Capital 
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Account Balances Monu Rs. 60,010: Credit Monu with Rs. 10 

Ahmed Rs. 40,560; Credit Ahmad with 
Rs. 560 

18. Debit Azad and Credit Berms by Rs, 1,000 

19. Goodwill — Rs. 70,000 

20. Goodwill by Super Profit Metliod — Rs. 20,000. 

Goodwill by Capitalization Method Rs. 1,00,000. 

21. Rajendra Is to pay Rs. 7,500 to Madhu, It can be adjusted through cash 
or by an adjustment entry In their capital accounts — Debit Rajendra's 
Capital Account and Credit Madhu's Capital Account by Rs. 7,500. 

23. Rs, 4,12,200, Rs. 34,200, Rs. 63,333, Rs. 39,900 

24. Debit Kothari with Rs. 300 
Debit Pradeep with Rs. 200 
Credit Chandan with Rs. 500. 

25. Interest on X's Loan Rs, 1.200 
Interest on Y's loan Rs. 1,200 

ProJlt X: Rs,4,600, Y: Rs.,6200. Z; Rs.7,800 
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RECONSTITUTION OF A PARTNERSHIP FIRM 


LEARNING OBJECTIVES 

Mer studying this chapter, you will 

be able to ; 

* Explain the concept of 
reconvStitutlon of partnership 
flrmi 

» Describe the accounting 
implications of change in profit 
sharing ratio amongst existing 
partners; 

® Explain the accounting 
Implications for change in 
capital contributions; 

® Describe the need for 
revaluation of assets and 
reassessment of liabilities; 

« Carry out the treatment for 
reserves/accumulated profits 
or losses among the partners; 

o Develop the skill of preparing 
the balance sheet of the 
reconstituted firm. 


Paitnership is an agreement between the 
members of a firm for sharing the profits 
of the business carried on by all or any 
of them acting for all. Any change in this 
relationship amounts to reconstitution 
of the partnership firm, A change in the 
partnership agreement brings to an end 
the existing agreement and a new 
agreement comes Into being. This new 
agreement changes the relationship 
among the members of the partnership 
firm. Hence, whenever there is a change 
in tJhe partnership agreement, the firm 
continues but it amounts to the 
reconstitution of the partnership firm, 
Reconstitution of the firm can take place 
on the following occasions : 

® Change in the profit sharing ratio of 
the existing partners : For example, 
Ram, Mohan and Sohan are 
partners In the firm sharing profits 
in the ratio of 3:2:1, With effect from 
April 1, 2001, they decided to share 
profits equally, Here, change in the 
existing profit sharing ratio results 
into reconstitution of the firm, 
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® Admission of a new partner: For example, Hari and Haqque are partners 
sharing profit in the ratio of 3:2. On April 1, 2003 they admitted John as 
a new pa.i tner with 1 /6th share in tlae profits of the firm. In this case, with 
the admission of John the firm is reconstituted. 

® Retirement oj an existing partner ; For example, Roy,’ Ravi and Rao are 
partners in the firm sharing profit in the ratio of 2:2; 1. Ravi retire from the 
firm on March 31, 2003. Retirement of Ravi from the firm of Roy, Ravi and 
Rao results into reconstitution of firm. 

® Death of a partner : For example, X, Y and Z are partners in a firm 
sharing profits in the ratio 3:2:1. X dies on March 31, 2003. Y and Z 
decide to carry on the business sharing future profits equally. In this 
case, continuity of business by Y and Z sharing future profits equally 
amount,s to reconstitution of the firm. 

® Amalgamation of two partnership Jirms : For example, Rai and Sanjeev 
are partners in the firm sharing profits in the ratio of 4:1, To avoid 
competition and bring down administrative expenses their firm was 
amalgamated with the firm of Sohan and Ashok who are sharing profits 
in the ratio of 1:2. It was decided that the new profit sharing ratio of Rai, 
Sanjeev, Sohan and Ashok will be 4:1:1:2, In this case, two firms have 
amalgamated into one which amounts to reconstitution of the fii-m of Raj 
cmd ScUijeev on the one hand and the firm of Sohan and Ashok on the 
other hand to form a new reconstituted firm. 

2,1 Chasige in FroSt Shariiig Ratio 

Sometimes, the. part.ners of a firm may agree to change their existing profit 
sharing ratio. As a result of this, some partners will gain in luture profits while 
others will lose. In such a situation, the paitner who gains by change in profit 
sharing ratio must compensate the partner who has made the sacrifice. This 
effectively amounts to one partner buying the share of profits from another 
partner. For example, Ram and Mohan are partners in a firm sharing profits 
in the ratio of 3:2. They now decide to share the profits equally in future. 
Suppose, the total profit of the firm is Rs. 10. Earlier, Ram was getbng Rs. 6 
and Mohan Rs. 4, whereas in the current situation both the partners will get 
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Its f> rat'h. it simiities that out of ten rupees Ram will lose one rupee and 
Mohftn will ttaiii one rupee, i.e. Ram's loss will be 1/lOth and Mohan’s gain 
Will be 1/lOth. Ih-nee. Mohan must compensate Ram for his loss In the share 
of fut ure proilts. 

'Fhe amount of compensation will be equal to the proportionate amount of 
goodwill. Suppose, the total amount of goodwill of the firm has been ascertained 
at Rs, 1.00.000. At the time of change In the profit sharing ratio, Mohan will 
compensate Rim for 1/lOth of Rs. 1,00.000, i.e. Rs. 10,000. For tills purpose 
Mohan’s capital account will be debited by Rs. 10,000 and Ram’s capital account 
will be credited by the same amount. The following journal entry will be recorded 
for this purpose: 

Mohan’s Capital a/c Dr. 10,000 

Ram's Capital a/c 10,000 

Apart from tlie payment for compensation, the change in profit sharing 
ratio may also necessitate adjustments in the partner’s capital accounts with 
respect to undistributed profits and reserves, revaluation of assets and 
reassessment of liabilities, etc. The valuation of goodwill of a firm, its ti-eatment, 
adjustment regarding undistributed profits and reserves and revaluation of 
assets and liabilities due to change in the profit sharing ratio of the partners 
have been discussed in the following paragraphs. 



At the time of reconstitution of a partnership firm some undistributed profits 
and reserves may exist. These undistributed profits and reserves belong to the 
existing partners who were the members of the firm before Its reconstitution, 
Such undistributed profits and reserves are, tlierefore, distributed among the 
partners in their old profit sharing ratio. For this purpose, the following journal 
entry is recorded ; 

Profit and r.^s.s/Resei-ve Dr, 

Partner’s capital a/c 

Similatiy, there may exist undistributed losses at the time of reconstitution of 
the firm, The undistributed losses will also be transferred to the capital accomits 
of the old partners by debiting their capital accounts in their profit sharing ratio 
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before reconstitution. For this purpose, the following journal entry will be 
recorded. 

Partner’s capltiil account Dr. 

Profit and Loss a/c 


niustration 1 (Change in profit sharing ratio) 

Sudha, Pushpa and Sneh are partners in a firm sharing profit in the ratio of 
3:3:2. They decided to share profits equally w.e.f April 1, 2003. On that date, 
the Profit and Loss account showed the credit balance of Rs. 24,000. Instead 
of closing the Profit and Loss account, it was decided to record an adjustment 
entry reflecting the change in the profit sharing ratio. You are, therefore, required 
to record the necessary journal entry to give effect to the same. 


Solution 


Book of Sudha, Pushpa and Sneh 
Journal 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

fRs.J 

Credit 

Amount 

(Rs.) 

April 1 

Sneh’s Capital a/c Dr. 

Sudha's Capital a/c 

Pushpa's Capital a/c 
(Adjustment for profit and loss 
balance because of change in profit 
sharing ratio) 


2,000 

1,000 

1,000 


Notes to the Solution 

Calculation of gain/sacrifice of a partner 

Sudha's Old share 


due to change in the profit sharing ratio. 

8 

1 


Sudha’s New Share 

Sudha's Sacrifice 


3 

8 ” 3 “ 24 


8 


Pushpa’s Old Share 
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I*ufshpa'8 New Shai'e 
Puahpa's Sacrifice 
Sneh's Old Share 
Sneh’s New Share 
Sneh’s Gain 

7liere Is a gain of 2/24th to Smh and Sudha. Pushpa will sacrifice 1 / 24th each of their 
share. Hence Sudha's and Pitshpa's capital account should be credited each by 1 /24th of tire 
Ixilance in profit and loss account, i.e. 1/24 x 24,000 = Rs. 1,000 each and Sneh's capital 
account slioultl be debited by Rs. 2,000. 

Illustration 2 (Admission of new Partner) 

Hart and Ravi are partners in a firm sharing profits in the ratio of 5:3. On 
March 31, 2003, their Balance Sheet showed a general reseive of Rs. 80,000. 
On that date they decided to admit Mohan as a new paidner. The new profit 
sharing ratio between Harl, Ravi and Mohan will be 5:3:2. Record the necessary 
journal entry hi the books of the firm under the following circumstances : 

(1) When they want to transfer the general reserve in their capital accounts. 

(il) When they don’t want to transfer general reseive in their capital accounts 
and prefer to record an adjustment entry for the same. 

Solution 

Books of Hari, Ravi and Mohan 
Journal 


(0 When general reserve Is transferred to capital accounts ; 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Mar 31 

General Re.sei've a/c Dr. 

HaiTs Capital a/c 

Ravi’s Capllal a/c 

(General reserve transferred to partner's 
capital accounts) 


80,000 

50,000 

30,000 
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(II) When an adjustment entry is recorded : 


Particulars 


March Mohan's CapltiU a/c 

31 Hail’s Capital a/c 

Ravi's Capital a/c 
(Adjustment of general reserve 
on admission of Mohan) 





Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

16,000 

1 

1 

10,000 

6.000 



Illustration 3 (Distribution of General Reserve and Profits) 

Anu, Bhia and Chirag are partners sharing profits in the ratio of 3:2:1. On 
April 1. 2003, they decided to share the profits equally. On that date there was 
a credit balance of Rs. 60,000 in their profit and loss account and a balance of 
Rs. 30,000 in general reserve. Record the necessary Journal entry in the books 
of the firm, The partners decided to distribute the profits and the general 
reserve before bringing the new profit sharing ratio into force. 
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Books of Anu, Bins and Chirag 
Journal 


Date 

2003 

Particulars 


Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

April 1 

Profit and Loss a/c Dr. 

Ann's Capital a/c 

Blna’s Capital a/c 

Clilrag's Capital a/c 
(Undistributed profits transferred to the 
capital accounts of the partners on the 
reconstitution of the firm) 

1 

60.000 

30,000 

20,000 

10.000 

April 1 

CiCneral Reserve a/c Dr. 

Ann's Capital a/c 

Bina's Capital a/c 

Chlrag’s Capital a/c 

(General reserve transferred to the capital 
account of partners on the reconstitution 
of the firm) 

1 

30,000 

15,000 

10,000 

5,000 


Illustration 4 (Change in profit sharing ratio) 

Dhar and Soni are partners in a firm sharing profits in the ratio of 3'.2. Ihey 
decided to share futui'e profits equally. On the date of chairge in the profit sharing 
ratio the profit and loss account showed a debit balance of Rs. 20,000, Record 
ihe necessary Journal entry for the distribution of the balance in the profit and 
loss account immediately before the change in the profit sharing ratio. 


Solution 


Books of Dhar and Soni 
Journal 


Date 

Particulars 

LF. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Dhar’s Capital a/c Dr. 

Soni's Capital a/c Dr. 

Profit and Loss a/c 
(Undistributed loss transferred to the 
capital accounts of the partners on 
change In the profit sharing ratio) 

1 

12,000 

8,000 

20,000 
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Sometimes the partners may decide not to change the existing portions of 
the profit and loss account or the reserve account. Instead they decide to 
make adjustments directly m their capital accounts. In such a situation the 
gain or the sacrifice of the partner(s) has to be calculated and an adjusting 
entry for the same has to be recorded. 

■ Revaluation of iVnsets and Reassessment of LWbltities 

In the event of reconstitution of the partnership firm, revaluation of assets and 
reassessment of liabilities may be required. Revaluation of assets becomes 
necessary because the present value of the assets may be different from their 
book value. For example, a piece of land when purchased is shown in the 
books at the purchase price but its current market value may be higher than 
the amount at which it is shown in the books of account, hence a revaluation 
of the land on the reconstitution of the firm beconjies necessary. Similarly, 
the firm may be having certain amount of closing stock. The market value of 
the closing stock may be less than its book value because of change in the 
demand, hence its value has to be lowered down. In the same manner, the 
liabilities of the firm may have to be reassessed. A partner(s) who gains on 
account of such a change should compensate the partner(s) who looses on 
account of such a gain. This has been Illustrated in the following format and 
exemplified in Illustration 5. 


Revaluation Account 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 


Assets (Individually) — 
decrease in value 

on revaluation 
Liabilities—Increase 
on reassessment 
Capital accounts— 
gain on rev 2 iluation 


1 


Assets (Individually)— 
increase in value on 

revaluation 

Liabilities —decrease on 
reassessment 

Capital account— 
loss, if any, on 
revaluation 


* sd * 

* * * 

St: !): 


Total 




Total 


sd * * 


Fig 2.1 ; Format of Revaluation Account 


niustration 5 (CJiange in profit sharing ratio] 

Raj an and Suman are partners in a firm sharing profit in the ratio of 3:2. Their 
Balance Sheet as at March 31, 2003 was as follows ; 
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Balance Sheet of the firm as at March 31, 2003 


lAiMtttes 

Amount 

(Rs.) 

Assets 

Amount 

tks.J 

Rajan's Capital 

45.000 

Cash 

15,000 

Sumants Capital 

30,000 

Plant 

30,000 

Creditors 

30,000 

Building 

60,000 

Total 

1,05,000 

Total 

1,05,000 


The goodwill of the firm has been valued at Rs. 30,000 and the building at 
Rs. 75.000 on March 31, 2003. The partners decide to share profits equally 
with effect from April 1, 2003. You are required to record the necessary 
accounting entries to be made in the books of the firm on account of change in 
the profit sharing ratio. 

Solution ' ' 

Alternative (i) 


Books of Rajan and Suman 
Journal 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

April 1 

Goodwill a/c Dr, 

Building a/c Dr. 

Rajan's Capital a/c 

Suinan's Capital a/c 
(Amount of goodwill and appreciation 
in the value of building credited to the 
capital accoLiijjjs of the partners in old 
profit sharing-ratio] 


30,000 

15,000 

27,000 

18,000 


Rajan's Capital a/c Dr, 

Suman's Capital a/c Dr. 

Goodwill a/c 

Building a/c 

(Goodwill and appreciation in the value 
of building written off in new profit- 
sharing ratio) 


22,500 

22,500 

30,000 

15,000 
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Alternattue (ii) 


Books of Rajan and Stiman 
Journal 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

April 1 

Rajan's Capital a/c Dr. 

Suman’s Capital a/c 
(Adjustment required due to valuabon 
of goodwill & appreciation In the 
value of building on change in the 
existing profit sharing ratio) 


4,500 

4,500 


Notes to the Solution 

Rajan's Sacrifice = Old Share - New Share 

1 i J„ ■ 

^ 5 ~ 2 ^ 10 

Suman's Gain = New Share - Old Share 

" 2“ 5 ~ 10 

Since. Ranjan sacrificed 1/10 and Suraan gained 1/10 as a change in the profit 

1 

sharing ratio, hence Ranjan will be compensated for 1/10 oPthe gain, i.e. 45,000 x — 
=Rs. 4,500 due to the valuation of goodwill and revaluation of^building. 

2.4 Frepas'atioB of Bala^ice Sheet of the New lirha/' 

On reconstitution of a firm the value of assets and liabilities and the capital 
accounts of the partners change. This requires the preparation of the balance 
sheet of the new firm. Before the preparation of the balance sheet, all those 
accounts which have been affected because of reconstitution are prepared. 

Rlustration 6 (Preparation of Balance Sheet of the new firm) 

Ajay, Bahadur and Chander are partners in a firm sharing profit in the ratio of 
2:2; 1. Their Balance Sheet as at March 31. 2002 was as follows ; 
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Balance Sheet of the firm as at Maich 31, 2002 



Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Credltoi'.s 


Land 

50,000 

Bills Piiyable 

Capital: 


Building 

50,000 

AJay 


Plant 

1,00,000 

Bahadur 


Stock 

50,000 

Chander 


Debtor 

15,000 

General Reserve 


Cash 

5,000 

Total 

2,70,000 

Total 

2,70,000 


AJay, Bahadur and Chander decided to share the profit equally, w.e.f, April 1, 
2003. For this purpose It was agreed that: 

(I) The goodwill of the firm should be valued at Rs. 30,000. 

(II) Land should be revalued at Rs. 80,000 and building should be 
depreciated by 6%, 

(ill) Creditors amounting to Rs. 400 were not likely to be claimed and hence 
should be written off. You'are required to 

(a) Record the necessary journal entries to give effect to the above 
agreement, without opening revaluation account; 

(b) Prepare the capital account of the partners; and 

(c) Prepare the b^ance sheet of the firm after reconstitution. 

I 

Solution 


Books of Ajay, Bahadur and Chander 
I Journal 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

April 1 

Chander's Capital a/c Dr. 

A]ay’s Capital a/c 

Bahadur’s Capital a/c 

CTreatment of goodwill due to change 

In profit sharing ratio) 


4,000 

2,000 

2,000 
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April 1 

Chander’s Capital a/c Dr. 


4,000 



Ajay's Capital a/c 



2.000 


Bahadur’s Capital a/c 



2,000 


(Adjustment entry for change in the 





valuation of land on change in the profit 





sharing ratio) 




April 1 

Ajay’s Capital a/c Dr. 


200 

, ■ 


Bahadur's Capital a/c Dr. 


200 



Chander's Capital a/c 



400 


(Adjustment entry for depreciation 





on building) 




Apiil 1 

Chander’s Capital a/c Dr. 


400 



Ajay’s Capital a/c 



200 


Bahadur’s Capital a/c 



200 


(Adjustment entry for no claim by creditors) 




Apr! 1 

General Reserve a/c Dr. 


20,000 



Ajay's Capital a/c 



8,000 


Bahadur’s Capital a/c 



8,000 


Chander’s Capital a/c 



4,000 


(General reserve transferred to paidners' 





capital account due to change In profit 





sharing ratio) 





Partners' Capital Accounts 


Date 

2003 

Particulars 

1 

AJay 

i?s. 

Boiiadur 

Rs. 

Cliander 

Rs. 

Date 

2003 

Particulars 


AJay 

Rs. 

Bahadur 

Rs. 

Cliander 

Rs. 

April 

Ajay’s capital 


- 

- 

2,000 

April 

Balance 


1,00,000 

50,000 

25,000 

1 

Bahadur's 




2.000 

1 

Chander's 


2,000 

2,000 

- 


capital 






Capital 






Ajay's capital 


- 

- 

2.000 


Chander's 


2,000 

2,000 

- 








Capital 






Bahadur's 


- 

- 

2,000 


Ajay's 


- 

- 

200 


capital 






Capital 






Chander's 


200 

200 



Bahadur's 


- 

- 

200 


capital 






Capital 






Ajay's capital 


- 

- 

200 


Chander’s 


200 

200 

- 


Bahadur's 


- 

- 

200 


Capital 






capital 






General 


8,000 

8,000 

4,000 


Bal. c/r 


1,12,000 

62,000 

21,000 


Reserve 






Total 


1,12,200 

62,200 

29,400 


Total 


1,12,200 

62,200 

29,400 
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Balance Sheet as at 1.4.2003 



IHnSI 

Assets 


Creditors 


50,000 

Land 


Ehlls Payable 


25,000 

Building 


Capital: 



Plant 

1,00,000 

Afay 

1,12,000 


Stock 

50,000 

Bahadur 

62,000 


Debtors 

15,000 

Chander 

21.000 

1,95,000 

Cash 

5,000 

Total 

2,70,000 

Total 

2,70,000 


Tem»' introdnoe^l li this chapter 

1. Reconstitution of partnership firm. 

2. Revaluatlou of assets, 

3. Rca.ssessnicnt of liabilities. 

4. Undistributed and accumulated profits and reserves. 

1. Rcconslttutton of a partnership firm : The firm Is considered as reconstituted 
In the following cases : 

o Change in profit sharing ratio. 

9 Admission of a new partner, 
a Retirement of an existing partner 
o Death of a partner, 
e Amalgamation of paitnership firms. 

2. Reualuatton of assets and reassessment of liabllitijes on the reconstitution of a 
partnershipfiim .'The revaluation of assets becomes necessary because present 
value of assets may be different from their book values. In the same manner 
the liabilities of the firm also have to be reassessed. 

3. Preparation of Balance Sheet of a newfii'm on reconstitution : When tire assets 
ai'e revalued and liabilities are re-assessed, the new balance sheet of the firm 
Is prepared as per the revalued values. 
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A. Objective type questions. 

1. FUl In the blanks : 

(a) Change in relationship among the partners amounts 

to.of the partnership firm. 

(b) Credit balance in the Profit and Loss account indicates. 

(c) Change in profit sharing ratio of the existing partners results 

in.to some partnerfs) and scartflce of others, 

(d) General Reserve account shows.balance. 

(e) Revaluation of assets on the reconstitution of partnership firm becomes 

necessary because their present values may be.from their 

book value. 


2. (a) State which of the statements are true ; 

(i) Change in the profit sharing ratio does not change the relationships 
among existing partners. 

(ii) Change in profit sharing ratio of the existing partners does not amount 
to reconstitution of the partnership firm, 

(Hi) Change in the profit sharing ratio of the existing partners results in 
reconstitution of the partnership fli-m. 

(b) Increase in the value of assets on reconstitution of the firm results into ; 

(I) Gain to the existing partners. 

(II) Loss to the existing partners. 

(ill) Neither gain nor loss to the existing partners. 

(c) Recording of unrecorded creditors on the reconstitution of a 

partnership firm wdl be. 

(i) A gain to the existing partners. 

(ii) A loss to the existing partners. 

(ill) Neither a gain nor a loss to the existing partners. 


3. Short Answer Questions 

(I) What is meant by reconstitution of partnership firm ? 

(II) State the occasions on which reconstitution of partnership firm can take 
place. 

(ill) A, B and C are partners of a firm sharing profits in the ratio of 8 : 7 : 6. 
Now they decide to shcire future profits in 5 : 3 : 2 ratio. Calculate the 
gain or sacrifice of the partners on the change in profit sharing ratio. 
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(Iv) X, Y and Z are partners In a Arm sharing profits In 3 : 2 : 1 ratio. They 
dec ided In share profits equally with effect from April 1, 2003. For this 
purpo.se, the goodwill of the firm has been valued at Rs. 2,00.000. 
t’sdfulate the amount of gain or sacrifice of each partner. 

(v) What Is meant by revaluation of assets on the reconstitution of a firm ? 

(vt) What fs meant by reassessment of liabilities on the reconstitution of a 
partnership firm ? 

4. Ijcnfff AnsuH;r Questions 

(\dl) Explain with the help of examples, occasions on which the reconstitution 
of partnership firm takes place? 

(vll!) How General Reserves and balance of Profit and Loss account as shown 
In the Balance Sheet treated on change In the profit sharing ratio of the 
existing partners ? Explain briefly with the help of examples. 

(lx] Why Is it neeessaiy to revaluate tire assets and reassess the liabilities on 
tlie reconstitution of a partnership firm ? Explain briefly. 

Problema 

5. Geeta and Slta are partners in a firm sharing-profits In the ratio of 3 : 2. Tlrey 
decide to .share, future profits equally. For this purpose tire goodwill of the 
firm has been valued at Rs. 50.000. Record necessary adjustment entry for 
the same. 

6. Mohan, Sohan and Rohan are partners In a firm sharing profits In the ratio of 
3 : 2 : 1. Tlrey now decide to share the future profits equally. For this purpose 
the goodwill of the firm has been valued at Rs. 60,000. Record necessary 
journal entry to give effect to the above arrangement. 

7. Gold, Silver and Copper are partners In a firm sharing profits equally. They 
have decided to share profit in future tn the ratio of 2 ; 3 : 5. For this purpose 
tire goodwill of the firm is valued atRs. 1,50,000. Record the necessary journal 
entry to give effect to the new arrangement. 

8. S, G and P are partners In a firm sharing profits In the ratio of 5 : 4 : 3. They 
decided to share the future profits In the ratio of 2 ; 2 : 1. The goodivill of the 
flrnr for this purpose Is valued at Rs. 1,80,000. Record necessary adjustment 
errtry for the same. 

9. E, F and G are partner's sharirrg profits in 7 : 6 : 5 ratio. Their fixed capitals 
are Rs, 70,000, R.s. 40,000 and l^s. 80,000 respectively. It Is now decided that 
the total capital of the firm should be Rs, 3,60,000 and should be in the profit 
sharing ratio of the partners. Calculate the amount of capital to be contributed 
by the Individual partners and Record necessary journal entry for the same. 
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10. X. Y and Z are partners in a firm sharing profits in 1 ; 2 : 3 ratio. Their 
Balance Sheet as at 31.3.2003 showed a balance of Rs. 1,20,000 in General 
Reserve- From 1.4.2003, they will share profits equally. Record the necessary 
journal entry to give effect to the above arrangement when X, Y and Z decide 
not to close the General Reserve account. 

11. Sunil and Anil are partners sharing profits in the ratio of 3 : 2. Their Balance 
Sheet showed a balance of Rs. 50,000 in the General Reserve account and 
Rs. 40,000 In Profit and Loss account. They now decide to share the future 
profits equally. Instead of closing the General Reserve account and Profit and 
Loss account, it is decided to record an adjustment entry for the same. You 
are requested to record the necessary adjustment eiitiy to give effect to the 
above arrangement. 

12. A and B are partners In a firm sharing profits In the ratio of 4 : 3. On March 
31, 2003 their Balance Sheet showed a General Reserve of Rs. 35,000. On 
that date they decided to admit Sewak as a new partner and the new profit- 
sharing ratio will be 5 ; 3 : 2. Record necessary journal entries in the books of 
the firm under the following circumstances : 

(1) When they want to transfer the general reserve to their capital accounts. 

(li) When they don't want to transfer general reserve In their capital accounts 
but prefer to record an adjustment entry for the same. 


13. Jain and Gupta are partners In a firm sharing profits In the ratio of 2 : 3. 
Their Balance Sheet as at March 313, 2003 is as follows : 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Jain's capital 90.000 


Land 

60,000 

Gupta’s capital 60,000 

1,50,000 

Building 

50,000 

Creditors 

60,000 

Planl 

1,00,000 

Total 

2,10,000 

Total 

2,10,000 


The goodwill of the firm has been valued at Rs. 75,000; Land Rs. 1,50,000 
and BuUdlng Rs. 45,000. On March 31, 2003, the partners decided to share 
profits equally with effect from April 1, 2003. You are required to record 
necessary journal entries or entry to be made in the books of the firm on 
account of change in the profit sharing ratio. 

14. A, B and C were partners m a firm sharing Profits In the ratio of 2 : 2; 1. Tlrelr 
Balance Sheet as at March 31. 2002 was as follows : 
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BAknce Sheet of iBxm A, B.and C as at March 31, 2002 



Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 

30,000 

Land 

85,000 

Bills payable 

20,000 

Building 

50,000 

Outstanding expenses 

25,000 

Plant 

1,00,000 

General Reserve. 

50,000 

Stock 

40,000 

Capital : 

A 50,000 

B 60,000 

C 70.000 

1,80,000 

Debtors 

Cash 

25,000 

5,000 

Total 

3,06,000 

Total 

3,05,000 


From April, 2003 the partners decided to share profits In the ratio of 1:2:3. 
For this purpose It was agreed that; 

(I) The goodwill of the firm should be valued at Rs. 60,000. 

(II) Land should be revalued atRs. 1,00,000. Building should be depreciated 
by 6%, 

(III) Creditors amounting to Rs. 3,000 were not to be paid. 

You are required to : 

(I) Record the necessary Journal entries to give effect to the above agreement. 

(II) Prepare the capital accounts of the partners. 

(III) Prepare the balance sheet of the reconstituted firm. 



A. Objective Type Questions. 
1. (a) reconstitution 

(b) profit 

(c) gain 

(d) credit 

(e) different 

(a) (111) 

(b) (1) 

(c) (111) 


2. 
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5. Dr. Sita's capital A/c by Rs 5,000 
Cr. .Geeta's capital A/c. by Rs, 5.000 

6. Dr. Rohan's capital A/c by Rs 10,000 
Cr. Mohan's capital A/c by Rs 10,000 

7. Dr. Copper's capital A/c by Rs 25,000 
Cr. Gold's capital A/c by Rs 20,000 
Cr. Silver's capital A/c by Rs 5,000 

8. Dr. G's capital A/c by Rs 12,000 
Cr. S's capital A/c by Rs 3,000 
Cr. P's capital A/c by Rs, 9,000 

9. E will contribute Rs 70,000 
F will contribute Rs. 80,000 
G will contribute Rs 20,000 
Cash/Bank A/c Dr, 1,70,000 
E's capital A/c 70,000 

F's capital A/c 80,000 
G's capital A/c20,000 

10. Dr, X's capital A/c by Rs. 20,000 
Cr. 2's capital A/c by Rs 20,000 

11. Dr. Ainil’s capital A/c by Rs 9,000 
Cr. Sunil's capital A/c by Rs 9,000 

12. (i) Dr. General Reserve by Rs. 35,000 

Cr. A's capital A/c by Rs. 20,000 
Cr. B's capital A/c by Rs. 15,000 

(ii) Dr. Sewak's capital a/c by Rs. 7,000 
Cr. A's capital a/c by Rs. 2,917 
Cr. B's capital a/c by Rs 4,083 


13. Alternative (i) 


2003 





April 1 

Jain's capital a/c Dr. 

Gupta's capital a/c 
(Treatment of goodwill due to change 
in profit sharing ratio) 

1 

7,500 

7,500 


Jain's capital a/c Dr. 

Gupta's capital a/c 
(Adjustment entry for increase 
in Land value on change in profit 
sharing ratio) 

1 

9,000 

9,000 
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Gupta's capital a/c Dr. 

1 

500 



Jain's capital a/c 
(Adjustinent entry for decrease 
in value of Building on change 

In profit .sharing ratio) 



500 


Alternative (11) 



14. Capital Accounts balance 
A Rs. 87,500 
B Rs, 85.000 
C Rs, 57,500 

Balance Sheet totals Rs. 3,05,000 
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ADMISSION OF A PARTNER 

When a business enterprise requires 
additional capital or managerial help or 
both for expansion of the business it may 
admit a new partner to supplement its 
existing resources. In case of a sole 
proprietorship, it is converted into a 
partnership on the admission of a new 
person as an owner of the enterprise. 
According to the Partnership Act 1932, 
a new partner can he admitted into the 
firm only with the consent of all the 
existing partners unless otherwise agreed 
upon. With the admission of a new 
partner, the partnership firm is reconsti¬ 
tuted and a new agreement is entered 
into to carry on the business as 
partnership firm. 

A newly admitted partner acquhes 
two main rights in the firm— 

1. Right to share in the assets of the 
partnership firm; and, 

2. Right to share in the profits of the 
partnership firm. 

For the right to share in the assets of 
the partnership firm the partner brings 
an agreed amount of capital either in 


LEARNING OBJECTIVES 

After studying this chapter you wtU 

be able to : 

® Identify the matters that need 
adjustments in the books of 
firm when a new partner is 
admitted; 

0 Determine the new profit 
sharing ratio and calculate the 
sacrificing ratio; 

® Describe how goodwill will be 
treated under different 
situations when a new partner 
is admitted: 

® Malce necessary adjustments 
for joint life policy; 

® Make necessary adjustments 
for revaluation of assets and 
reassessment of liabilities; 

0 Make necessary adjustments 
for reseiwes and accumulated 
profits or losses; 

o Deteimine the capital of each 
partner, if required according 
to the new profit sharing ratio 
and make necessary 
adjustments; 

® Prepare the Balance Sheet of 
reconstituted firm after 
admission of a new partner, 
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cash or in tend. For the right to shai'e in the profits of the partnership firm the 
ntrw partner is required to bring some amount which is known as a premium 
(share of goodwill). Premium means a payment for enjoying the fruits arising 
from the efforts of someone else in the past. The new partner brings this amotmt 
of the prtmilum, When a new partner is admitted into the firm, share of the profits 
of the existing partners gets reduced to the extent of the share, which the new 
pai'tner will get. 

Following are the important points, which require attention at the time of 
admission of a new partner ; 

1. D ecidlng up on new profit sharing ratio; 

2. Calculation of sacrificing ratio; 

3. Adjustment of goodwill and Joint life policy; 

4. Revaluation of assets and Reassessment of liabilities; 

5. Distribution of accumulated profits or (losses) and reserves; 

6. Adjustment of capital. 

3.1 Deciding Wew Profit StoajiiBg Katio 

When new partner is admitted he acquires his share in profits from the old 
partners, In other words, on the admission of a new partner, the old partners 
sacrifice a sheire of their profit In favour of the new partner. What will be the share 
of new partner and how he will acquire it from the existing partners is decided 
mutually among the old partners and the new partner. This need for the 
determination of the new profit shetring ratio. 

Suppose the profit of a business is assumed to be 1 (unit) and the share of 
each partner in such unit is called a proportion which Is expressed as a percentage 
or proportion. For example, A and B share profits in the ratio of 3:2, C is admitted 
for l/6th share in the profits. In this case, profit sharing ratio of A, B and C can 
be expressed as follows : 

Proportion 

A : B C 

3:2:1 
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Fraction 


A : B ; C 

1 i i 

2 3 6 

Percentage 

A : B : C 

1 2 

50% 33-% 16-% 

3 3 


The new partner may acquire his share of future profits either from one or 
more existing partners. After the admission of a new partner, the profit sharing 
ratio among the old partners will change keeping in view their respective 
contribution to the profit sharing ratio of incoming partner. Hence, there is a 
need to ascertain future profit sharing ratio among all the partners as well as the 
sacrificing ratio of the old partners. 


Illustration 1 (Calculation of new profit shaiing ratio) 

Anil and Vishal are partners sharing profits in tlie ratio of 3:2. They admitted 
Sumit as a new partner for 1 /5tli shctre in the future profit. Calculate new profit 
sharing ratio of Anil, Vishal and Sumit. 

Solution 


Sumit's share 


1 

5 


Remaining share 


Anil's new share 


3 4 

= - of - 
5 5 


Vlshal's new share 


2 4 

5 


New profit sharing ratio will be 12:8:5. 

Note : The profit of the firm Is assumed to be 1 (unit) 


4 

5 

25 

25 
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liiuAfr«{ioH 2 (Calculating of new profit sharing ratio when new partners share 
is acquired from all pariners) 

Anshu aiid Nilu are partners sharing profits in the ratio of 3:2. They admitted 
Jyoti as a new partner for 3/10 share, which she acquired 2/10 from Anshu and 
1/1 0th from Nitu, Calculate the new profit sharing ratio _ of Anshu, Nitu and 
Jyoti. 


Solution 


Anshu'.s new .'share 


Nlluts new share 


Old share - Share surrendered 

3. A ± 

5 " 10 "" 10 

Old share - Share surrendered 


2 J_ _ 3 _ 

5 “ 10 "" 10 

3 

Jyotl's .share = Yq 

'Ihe new prolll: .sharing proportion between 

4 3 3 

An.shu, Nitu and Jyoti will be — ; — : ry- 


'Ilie new profit sharing ratio will be 4 : 3 ; 3 


Illustration 3 

(Calculation of new profit shaiing ratio when new peutner acquires his share 
from only one partner) 

Das and Sinha are partners in a firm sharing profits in 4:1 ratio, They admitted 
Pal as a new partner for 1 /4th share in the profits, which Pal acquired fully from 
Das. Determine the new profit sharing ratio of the partners. 


Solution 


Pal acquires his share of profit fully from Das. Hence, 


Da.s's new share 


4 i _ n. 

5 ” 4 “ 20 


4 


or 


20 


Slnha's share 


5 
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15 

Pal's share = rr or ^ 

4 20 

Tlae new profit sharing ratio among Das. Stnha apd Pal will he 11:4:5. 

Illustration 4 (Calculation of new profit sharing ratio when new partner 
acquires his share from all the existing partner as a fraction of 
their share) 

Ram and Shyam are partners in a firm sharing profits in the ratio of 3:2. They 
admit Ghanshyam as a new partner. Ram surrenderes l/4th of his share and 
Shyam l/3rd of his share in favour of Ghanshyam. Calculate new profit sharing 
ratio of Ram, Shyam and Ghanshyam. 


Solution 

Ram's old share 

Share surrendered by Ram 
Ram's sacrifice 

Ram's new share 

Shyam's old share 

Share surrendered by Shyam 

Shyam's sacrlflce 

Shyam's new share 
Ghanshyam's share 


3 
5 

]_ 

4 

11 A 

4 5 ^20 

1 A A 

5 " 20 " 20 

2 
5 



1 — — 

5 " 15 " 15 

Ram's sacrifice + Shyam's sacrlflce 

^ A IZ 

^ 15 ^ ^ 


New profit sharing ratio among Ram, Shyam and Ghanshyam wtU be 27:16:17, 
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5 (Calcidation of new profit sharing ratio when more than one 
admitied simultaneously.) 


SIta aiici Gila were partners in, a flmi sharing profits in 5:3 ratio, lliey admit 
fCavitii and Kantini as new partners. Sita sun'eriders 1 /2 of her share in favour 
of CMia and Kavita surrenders l/3rd of his share in favour of Kamini. Calculate 
file new profit sharing ratio of Sita. Gita, Kavita and Kamini. 


Solution 

Sita's old share = 

Share surrendered by Sita = 

In favour of I^avita 

Sita's new share = 

Gita's old share = 

Share surrendered by Gita 
for Kamlni's share 

Gita's new share = 

New protlt sharing ratio among Sita, 


5 

8 



5 _5_ ^ 

8 “ 16 " 16 


3 

8 



11 . A 

8 ” 24 " 24 

Gita, Kavita and Kamini will be 15:12:15:6, 


Illustration 6 (Calculation of new profit sharing ratio when new partner acquires 
his share from old partners in some ratio) 

Sampat and Ganpat are partners In a firm sharing profits in 2:1 ratio. They 
admit Champat as a new partner for 1 / 5 th share In the profits which he acquires 
from Sampat and Ganpat in 1:2 ratio. Calculate the new profit sharing ratio of 
Sampat, Ganpat and Champat. 
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Solution 

Ghanipat's share = -^ 

1 

This ^ shares Champat aqulres from Sampat and Garipat In the ratio of 1:2. Therefore, 

Sampat's sacilflce 

Ganpat's sacrifice 
Sampat's new share 

Ganpat's new share 

Therefore the new profit sharing 
3:1:1. 


1 1 1 
^ Ts 


2 1 
3 5 


15 


Old share - sacrifice 

2 J_ 

3 ' 15 "" 15 

Old share - sacrifice 


2 ^ 

15 


_3_ 

15 


ratio among Sampat, Ganpat and Champat will be 



The ratio in which the old partners agree to sacrifice their share of profit in favour 
of the incoming partner is called sacrificing ratio. The sacrifice by a partner is 
equal to ; 

Old share of profit - New share of profit 

From the calculation point of \dew of sacrificing ratio, there may be following 
situations: 

3.2.1 iBcoming partner acquires his share of profit from all the existing 
partners 

In this case, the implied assumption is that old partners are making sacrifice in 
favour of incoming partner in their old profit sharing ratio. Implication of this is 
that in future, the old partners among themselves continue to share future profits 
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if s i itiir old ratio. vSuppose. A and B are partners, sharing profits in the ratio of 
2. C Is admitted ior 1 /6th share. In future, A, B and C will share profits hr the 
ratio of 1, for the reason that, for C's 1 /6th share is contributed by A and B 
In Ihefrold profit sharing ratio, i.e. 3;2. 

3,5t.JI tocomlng partner may acquire his share from one of the partners 

In this case, the sacrifice made by the existing partners is equal to the share of 
profits of the incoming partner. In this case, the new profit sharing ratio of old 
partners will change. Suppose, A and B are partners sharing profits in the ratio 
of 5:3. C is admitted for 1 /4th share, which he acquires only from A. The sacrifice 
made by A In this case will be equal to the share of B in future profits, i.e. 1/4. 
The new profit sharing ratio In this case will be 3:3:2. (Refer to Illustration 3) 

Illusiration 7 (Calculation of sacrificing ratio) 

Rohit and Mohit are partners in a firm sharing profits in the ratio of 5:3. They 
admit BIJ oy as a new partner for 1 /7th share tn the profit, The new profit sharing 
ratio will be 4:2:1. Calculate the sacrificing ratio of Rohit and Mohit. 

Solution 


Rohlt's old share 


Rohlt's new share 


Rohlt's sacrifice = old share - new share 


Mohlt's old share 


Mohit's new share 


Mohlt's sacrifice = old share - new share = 



_3_ 

56 


_ 5 ^ 

56 


Sacrificing ratio among Rolilt and Mohit will be 3:5. 
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Alternatively, 

Mohlt Rohlt Bljoy Total 

Old Ratio 5 3 - 8 (l) 

New Ratio 4 2 1 7 (11) 

Multiply (1) by 7 and (U) by 8. 

35 21 (ill) 

32 16 (Iv) 

Subtract (iv) from (ill) 

Sacrificing Ratio = 3:5 

Rlustration 8 (Calculation of sacrificing ratio) 

Amar and Bahadur are partners in a firm sharing profits in in the ratio of 3:2. 
Tliey admitted Marry as a new partner for 1 /4th share. The new profit sharing 
ratio between Amar and Bahadur will be 2; 1. Calculate their sacriflcing ratio. 

Solution 

1 

Many's share = ' — 

1 3 

Remaining share = 1 “T ~ T 


Tills share is to be shared by Amar and Bahadur in the ratio of 2:1. Therefore, 


Amar's New share 

Bahadur's New share 
New profit sharing proportion 
Amar's sacrifice 

Bahadur's sacrifice 



of Amar, Bahadur and Marry will be 2:1:1. 
3 ^ A 

A 

" ^ “ 4 "" 20 


Sacrificing ratio will be 


2 : 3 
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9 (Calculation of partner's gain/sacrifice) 

feirnrsh and Suresh are partners sharing profits In the ratio of 4: 3. They admit 
Mohan as a new partner. The profit sharing ratio of Ramesh, Snresh and Mohan 
wHl be 2:3: 1- Calculate the gain or sacrifice of old partners. 

■Sotetion 




4 


Rameah's old .share 


7 




2 


Rame.sh'.s New .share 

= 

6 




4 2 

10 

Rame.sh'.s .sacrifice 


7 " 6 

42 

Suresh's New Share 

= 

3 

6 




3 


Sureslits old share 

- 

7 




3 3 

3 

Suresh's Sacrifice 

= 

7 " 6 




7 


Mohan's Shai-e 

= 

42 


Ramesh's sacrifice 


Suresh's gain + 

Mohan's gain 



3 7 

10 


= 

42 42 " 

42 


Note : Sometimes, the change in profit sharing ratio due to admission of a new partner may 
result into a gain to existing partnerfs). This implies that his new share is more than his 
old share. 

Tre&lTOeiiit of boodwill 

Goodwill is the result of the efforts made by the existing partners in the past, 
Therefore, on the eve of the admission, the new partner who is going to acquire 
the right to share future profits must compensate the existing partners by 
making payment to them. This payment is called premium (share of goodwill), 
From accomatlng point of view, there maybe different situations related to treatment 
of goodwill which are discussed here : 
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3.3.1 Goodwill (premiism) paid privately 

If the goodwill premium is paid privately by the new partner to the old psirtners 
outside the business then the same is not recorded in the books of accounts and 
hence no j ournal entry Is recorded. 

Illustration 10 (When goodwill is paid privately) 

Madhu and Sudesh are partners in a firm sharing profits in the ratio of 3:1. On 
April 1. 2002 they admit Rajani as a new partner for 1 /4th share. Rajani paid 
Rs. 50,000 privately to Madhu and Sudesh as her share of premium. Record 
the accounting treatment, if any, in the books of Madhu and Sudesh for the 
same. 

Solution 

Since Rajani has paid goodwill premium to Madhu and Sudesh privately outside the 
business, hence no journal entry wlU be recorded in the books of the firm. 

3.3.2 Goodwill/premium brought in cash by the new partner and retained 
in the business 

When the new partner brings in cash for his share of goodwill, it is transferred to 
the capital accounts of old partners. It is to be noted that the cash brought in by 
the incoming partner is for an unrecorded asset In the books of the firm. Therefore, 
the situation is similar to that of sale of an unrecorded asset. The required journal 
entries for the cash brought in by the new partner on account of goodwill Is as 
follows; 

® For bringing premium (share of goodwill) 

Cash/ Bank a/c Dr. 

Pi’emium a/c 

® For transferring goodwill to the capital accounts of the old partners in 
their sacrificing ratio. 

Premium a/c Dr. 

Sacrificing Partner's Capital/Current a/c 

However, instead of these two entries one can record only one entry given 
below: 

Cash/Bank a/c Dr. 

Sacrificing Partner's Capital/Current a/c 



ACCOUNTANCY 


Ifluslrafiwi i 1 (Wlxen premium brought in cash and retained in business) 

John and Mohan are partners In a Ann sharing profits tn the ratio of 5:3. They 
acimitted Bashir as a new partner for l/5th share in the profit. Bashir brought Rs. 
20X)00 for his l/5th share in the profit as premium. Record necessary journal 
entries in the books of firm on Bashir's admission. The new profit sharing ratio will 
1 m* 3:1; L 

Solution 


Books of Sohan. Mohan and Bashir 
Journal 


■ 

Particulars 

L.K 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Bank Account 

Premium a/c (Goodwill) 

(Cash brought by Bashir for his shai'e 
of goodwill) 

Dr. 


20,000 

20.000 


Premium a/c (Goodwill) Dr. 

John's Capital a/c 

Mohan's Capital a/c 
(Goodwill premium brought by Bashir 
transferred to the capital accounts of John 
and Mohan in their sacrificing ratio) 


20,000 

■ 


Notes to the Solution 

John's old shai'e 
John's new share 
John's sacrifice 
Mohan's old share 
Mohan's new share 

Mohan's sacrifice 



40 


7 

40 


.-. Sacrificing ratio will be 1;7 
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Illustration 12 (When premium is brought in cash) 

Rajesh and Mohit are partners in a firm sharing profits in the ratio of 2:1. They 
admitted Suresh as a new partner for 1 /5th share on April 1,2003. The new profit 
sharing ratio of Rajesh, MohitandSureshwILlbe3:l;l. Suresh brought Rs. 50,000 
for his capital and Rs. 12,000 as his share of premium. Record the necessary 
journal entries for the treatment of goodwill/premium in the books of the firm. 


Solution 


Books of Rajesh, Mohit and Suresh 
Journal 


Date 

2003 

Particulars 


Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

April 1 

Bank Account Dr. 

Premium a/c 

Suresh's Capital a/c 

(Cash brought by Suresh for l/5th share of 
goodwill) 


62,000 

. 

■ 


Premium a/c Dr. 

Rajesh's Capital a/c 

Mohit's Capital a/c 
(Goodwill premium brought by Suresh 
transferred to the capital accovmts of 

Rajesh and Mohit in their sacrtflclng ratio) 


12,000 

4,000 

8,000 


Notes to the Solution 




Rajesh's old share 

2 

" 3 


Rajesh's new share = 

Rajesh's sacrifice 

2 

"" 3 

3 

" 5 

1 

"" 15 

Mohit's old share 

1 

^ 3 



Mohit's new share 

1 

" 5 



Mohit's sacrifice 

1 

3 

1 

" 5 

II 


Sacrificing ratio 1:2 











ACCOUm-ANCY 


CD 


lUmimiinn l3 (When prcmiwn is paid in cash) 

ChM Slid Stim* are parUiere in a flmi shaiing profits in the ratio of 4:1. They 
KteJt Copper as a tiew partner on April 1, 2002 for 1 /3rd share in profit. It was 
i^ieed fihat Gold, Silver and Copper would share profits equally In future. Copper 
brou^t Rs. 15,000 as gocxlwlll (premium) for his l/3rd share in profits . Record 
the necessaiyf Jounial entrie.s in the books of the firm. 

Solution 

Books of Gold, Silver and Copper 
Journal 


l>atc 

Particulars 

- 1 

21X2 



April 1 

Bank a/c. 

Premlnm a/c 

(GchkIwIU premium brought by Copper) 

Dr. 

April 1 

Premium a/c 

Dr. 


Silver's Capital a/c 

Dr. 


Gold's Capital a/c 

(Goodwill credited to the partner's 

capital account) 





Notes to the Solution 

Gold's old share 

Gold’s new share 

Gold's sacrifice 

Silver's old share 

Silver's new share 


Debit 

Credit 

Amount 

Amount 

(Rs.) 

(Rs.) 

15,000 

15,000 

15,000 

6,000' 

21,000 


Silver's SacrLflce (gain) 
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Since Silver is gaining equal to — in the profits, therefore, he will also have to 
compensate Gold proportionately. 

1 ■ , 

For g share Copper brought Rs. 15,000 as premium. Therefore Silver will compensate 
3 2 

Gold by Rs. 15,000 x 7 x — = Rs, 6,000' 

1 J.5 

Illustration 14 (Balance Sheet of the reconstituted firm) 

Meena and Neena are partners in a firm sharing profits in the ratio of 5:2. On 
April 1, 2003 their Balance Sheet was as follows : 


Balance Sheet of Meena and Neena as at April 1, 2003 


UahMies 

Amoimi 

(Rs.) 

Assets 

Amount 

(Rs.) 

Meena's Capital 

Neena's Capital 

Creditors 

80,000 

70,000 

30,000 

Bank 

Stock 

Debtors 

Plant and Machinery 

Building 

10,000 

20,000 

30,000 

40,000 

80.000 

Total 

1,80,000 

_ 

Total 

1,80,000 


On the date of tlie above Balance Sheet they admitted Leena as a new partner 
on the following terms : 

(i) That the new profit sharing ratio will be 2:3:3. 

(ii) That Leena will bring Rs. 1,00,000 for her capital and the necessary 
amount of goodwill/preraium in cash for 3/8 share in the futm’e profits. 
The goodwill of the firm on Leena's admission was valued at Rs. 1,40,000. 

Record tlie necessary journal entries in the books of the firm on Leena's 
admission and prepai'e the capital accounts of the partners and the Balance Sheet 
of the new Ann, 
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Books of Heena, Meena and Lee 
Journal 


IMe 

mm 

ftirficuinrs 

LF. 

Debit 

Amount 

(Rs.) 

April 1 

Bank a/c Dr. 

Uiena's Capital a/c 

Prcmhitn a/c 

(!jf;ena brought her capital and her 
slmre of goodvvlll premium) 


1,52,500 


Premium a/c Dr. 

Neena'.s Capital a/c Dr. 

Meena’s Capital a/c 
(Goodwill/premlum brought by Leena 
transferred to the capital account of 

Meena and the capital account of Neena 
also proportionately debited) 


52,500 

12,.500 


Credit 

Amount 

(Rs.) 


1 , 00.000 

52,500 


65.000 


Dr. 


Capitol Accounts 


Cr. 


Date 

2003 


i 

Meena 

Rs. 


Leena 

R.S. 

Dale 

2003 

Particulars 

J. 

F. 

Meena 

Rs. 

IVeena 

Rs. 

lj?ena 

Rs. 

April 

I 

MMira 

BalMte c/f 

1 

1,4,5,000 

12.500 

57.500 

1.00.000 

April 

1 

Balance c/i 
Bank 

Nccna 

IVenilnm 


HO.OOO 

12,500- 

52,500' 

70,000 

1,00,000 


Total 


1,45,000 

70,000 

1,00,000 1 

1 

Total 

□ 

1,4B,000 

_ _ i 

70,000 

1,00,000 


Balance Sheet as at April 1, 2003 


Liabilities 

Amount 

(Rs.) 

Assets 

n 

Meena's Capital 


Dank 

1.62,500 

Neena's Capital 


Slock 

20,000 

L.eena's Capital 


Debtors 

30,000 

Creditors 

30,000 

Plant and Machinery 

Building 

40,000 

80,000 

Total 

3,32,600 

— 1 

Total 

3.32,500 
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Notes to the Solution 

Leena's share of goodwill 

Meena's old share 

Meena'a new share 

Meena's sacrifice 

Neena's new share 

Neena's old share 


3 

= g X 1,40.000 

= Rs. 52,500' 

5 

7 

2 

" 8 

^2 26 
7 ~ 'b " ^ 

3 

~ 8 

2 

7 



3 2 5 

Neena’s (Sacrifice)Gain ~ ~ 

o / Db 

Since Neena is gaining on Leena's admission, hence she will also have to compensatf 

5 

Meena proportionately by Rs. 1,40,000 x =Rs. 12,500^ 


3.3.3 Premiuin (Share of Goodwill) brought in kind 

A new partner Instead of bringing in cash may bring his share of 
premium(goodwlll) in the form of assets. Usually, this happens in the case of a 
sole proprietorship. The incoming partner joins hands with others to carry on 
the business as a partnership firm. In such a situation, the amount of assets 
brought in will be debited and premium or goodwill account will be credited for 
his share of goodwill and the new partner's capital account will be credited for 
his capital. Afterwards, premium (Share of goodwill) will be transferred to the 
capital accounts of the sacrificing partners In their sacrificing ratio. 



ACCOUNTANCY 



# fsw bmughl hi) the ritiii) ixirtner. 

As«iRa/(* Dr. (IndMdually) 

Ne-w paliiKT'K capital a/c 
lYrinimu a/c 

# Fnr tmnHfvninf] the amount to the capital accounts of the sacrificing partner's in their 
sartifking rutin. 

New I’ailnci 's Capital n/c Dr. 

Sacrificing Partner's Capital a/e (In sacrlllelng ratio) 

Illustration 13(Prerniurn brought in kind) 

Manas and Mnkul are partners in a firm shtiring profits In the ratio of 3:2. On 
April I, 2003 they admit Manav as a new partner for 3/13 share in the profits, 
'lire new ratio will be 5 ; 5 : 3. Manav contributed the following assets towards 
his capital and for hivS share of goodwill: Stock Rs. 40, 000, Debtors Rs. 60,000, 
Umd Rs. 1,00,000, Plant and Machinery Rs. 60,000, On the date of-admission 
of Manav, the goodwill of the firni was valued at Rs. 5,20,000. Record necessary 
journal entides in tlie books of the firm on Manav's admission and prepm-e Manav's 
capital account. 

Manas, Mukul and Manav 
Journal 


Dote' Particulars 
2003 


April 1 


April 1 


Assets a/c ] 

Manav's Capital a/c 
Premium a/c 

(Stock, Debtors, Imnd and Plant and 
Machinery contributed by Manav on his 
admission as his capital rmd his share 
of goodwill premium) 


Premium a/c 1 

Maiias'.s Capital a/c 
Mukul',y Cairltal a/c 
(Goodwill premium tran-sfeiTcd to the 
capital account of Manas and Mukul on 
Mbnav's admission) 



Debit 

Credit 

Amount 

Amount 

fRs.) 

(Rs.) 

2.60,000 

1,40,000 

1,20,000 

1,20,000' 

1,12,000'-' 


8,000' 










RECONsnrunoN of a partnership firm—admission of a partner 

Notes to the Solution 




Manav's Capital Aocount 

Dr. Cr. 


Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.J 

Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.J 

April 1 

Balance c/f 

■ 

1,40,000 

April 1 

Assets 

■ 

1,40,000 
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S*3..4 OieO'iftirtlVPremiiim brought by the new partner and the same 
lrf,tlidWLwn by the old partners fully or partly. 

Soiuetlmrs the old partners may decide to withdraw the goodwill/premium 
brought Ity tlu; new paiiners either fully or partly. In such a situation an extra 
entry' for drawings for the amount withdrawn by the old partners will also be 
ret’Ordt'd lH‘.slric.s tlie two journal entries for bringing the goodwill/premlnm in 
cash and Us transU'r to the capital accounts of the sacrilu iog partners in sacrlflclng 
ratio. 'Hie journal entry will be as follows ; 

Sacrificing partners capital a/c Dr. 

Cash / Bank a/c 

Ulustmtton 16 (When premium for goodwill is fully withdrawn) 

P and K are partners in a firm sharing profits in the ratio of 2:3. Oir Jan. 1,2003 
they admit B as a new partner for l/4th share in the profits. B brought 
R.S, 80,000 for his capital and Rs. 18,000 for his l/8th shai-e in the profits. 
The new profit sharing ratio of P, K and B will be 3:3:2. P and K decided to 
withdraw the premium paid by B. Record necessary journal entries in the 
books of the firm. 

Solution 


Books of P, K and B 
Journal 


Date 

2003 

Particidais 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

IRs.l 

Jan. 1 

Bank Account Dr. 

B's Capital a/c 

Premium a/c 

(Cash brought by B for his capital and 
for 1 /8th share of goodwill premium) 


98,000 

80,000 

18,000 


Premium a/c Dr. 

P's Capital a/c 

K's Capital a/c 

(Goodwill/Premium brought by B 
trEinsfeiTed to the capital accounts of P 
and K in their sacrificing ratio) 


18,000 

1,800 

16,200 
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P's Capital a/c 

Dr. 


1,800 



K's Capital a/c 

Dr. 


16,200 



Bank a/c 




18,000 


(Goodwill premium brought by B 






withdrawn by P and K) 






Notes to 'the Solution 



P 

K 

B 

Total 

Old Ratio 

2 

3 


5 

(i) 

New Ratio 

3 

3 

2 

8 

(li) 

Multiply [i] by 8 and (U) by 5 

16 

24 


40 

Hi) 


15 

15 

10 

40 

(iv) 

Subtract (iv) from (HI) 

1 

9 




Sacrificing ratio 1:9 


Ulustration 17(When goodwill (Premium) is partly withdrawn) 

A and B are partners in a firm sharing profits in the ratio of 8:7, On March 31, 
2003, their capital stood at Rs, 80,000 and Rs. 70,000 respectively. On that 
date they admitted C as a new partner for l/3rd share in the profits. C brought 
Rs. 50,000 for Ills capital and Rs. 15,000 for his 1 /3rd share of goodwill/premium. 
Out of this goodwill/premium brought by C, haJf of the amount was ■withdrawn 
by A and B. Record necessary journal entries in the books of the firm on C's 
admission and prepare the capital accounts of the partners. 


Solution Books of A B and C 

Journal 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Mar, 31 

Bank Account Dr. 

C's Capital a/c 

Premium a/c 

(C's brought his capital and 

his share of goodwill premium in cash) 

1 

65,000 

50,000 

15,000 


Premium a/c Dr. 

A's Capital a/c 

B's Capital a/c 

(Goodwill premium brought by C transferred to 
the capital account of A and B sacrilicmg ratio) 

1 

15,000 

8,000 

7,000 
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A’s Capital a/c Dr. 

B’» Capital a/c Dr, 

Bank a/c 

(Half of the premium withdrawn by A and B) 





Da(c ParUculars 
2003 


Mar.31 Balance b/f 
Hank 
rVianUim 


73,500 50.000 


80,000 77,000 80.000 


11 

ijjjl 


A 

B 

C 

Rs. 

Rs. 

Rs. 

ao.oou 

70,000 

50,000 

8,000 

7.000 


88,000 

77,000 

50,000 


3.3.5 When only a portion of the goodwill/presnium is brought by the new 
Partner in cash. 


Sometimes the new partner may not be in a position to bring the full amount of 
his share of goodwill/premium In cash and brings only a portion In cash. In 
such a situation the premium will be credited for the amount of premium brought 
by him. At the time of recording the transfer entry his capital account will be 
debited with his unpaid shar e of premium besides debiting premium account 
with the amount of premium paid by him. In this way his capital account will 
show a debit balance or to that extent his capital will be reduced. If both capital 
and cun'ent accounts have been opened, l.e. when capital Is to be kept fixed, 
then for an amount equal to the unpaid amount of premium the current account 
of the new paidner will be debited. 


Illustration 18 (Only a part of goodwill premium is brought in cash) 

Pooja and Sandip are partners in a firm sharing profits in the ratio of 3:2 , They 
admitted Tusar as a new partner for 2/9th share in the profits. Sandip brought 
Rs, 50.000 for his capital, His share of goodwill was l4, 8,000. But he could 
bring only Rs. 5,000. The new profit sharing ratio between Pooja, Sandip and 
Tusar will be 4:3:2, Record necessary journal entries in the books of the flim. 
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Solution 


Books of Pooja, Sandeep and Tusar 
Journal 


Dais 

Particulars 

L.F. 

' Debit 
Amount 
(Rs.) 

Credit 

Amount- 

(Rs.) 


Bank a/c Dr. 

Tusar's Capital a/c 

Premium a/c 

(Tusar's brought Rs. 50,000 for his capital 
and Rs. 5.000 for his share of goodwill/ 
premium in cash) 


55,000 

! 

i 

50,000 

5,000 


Premium a/c Dr. 

Tusar's Capital a/c Dr. 

Pooja's Capital a/c 

Sandlp's Capital a/c 
(Goodwill/Premium transfen-ed to the 
capital account of Pooja and Sandlp in 
sacrificing ratio) 


5,000 

3,000 

5,600 

2,400 


Alternatively, 


Date 

Particulars 

■ 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Bank Account Dr. 

Tusar's capital a/c 

Premium a/c 

(Cash brought by Tusar for his capital and 
his share of goodwlH/Premlum) 


55,000 

50,000 

5,000 


Premium a/c Dr. 

Tusar's Current a/c Dr. 

Pooja's Current a/c 

Sandlp's Current a/c 
(Pooja and Sandlp's account credited for 
goodwlU/premlum in sacrtfictng ratio) 


5,000 

3,000 

5,600 

2,400 


Notes to the Solution 


Particulars 


Pooia 


Sandeep 


Tusar 


Total 


Old Ratio 
New Ratio 

Multlplyd) by 9 and (ii) by 5 

5ubstract(ivJ from (lilj _ 

Sacrificing Ratio 7:3 


3 

4 
27 
20 


2 

3 

18 

15 


2 

10 


5 (i) 
9 (ii) 
45(iil) 
45(iv) 
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3.S,.# Wltew the aew partner is not able to bring his share of goodwill/ 
premium In cash. 

Stjnietlincfs. the new partner may not be in a position to compensate the sacilficlng 
IMtrtners for his share of goodwill/premium in cash. In such a situation, the new 
partner'.^ capital account is debited for his share of goodwill and the sacrificing 
partner'-s capital acx’Ount will be credited in their sacrificing ratio. The following 
Jaurnal entry will be recorded ; 

New purtner's capital a/c Dr. (For his share oi goodwill) 

Sacrificing pariner's capital a/c (In saciitlclng ratio) 

Illustration 19 (Incapable to bring premium in cash) 

Neeraj and ShilpI are partners in a firm sharing profits in the ratio of 3:2. On 
Jan, 1. 2003 they admit Onkar as a new partner for 1 /6th share in the profits, 
Onkar brought Rs, 2.00,000 for his capital but could not bring any amount for 
goodwill. 'Ihe firm's goodwill on Onkar's admission was valued at ETs. 1,50,000, 
Record necessary Journal entries In the books of the firm. 

Solution 


Books of Neeraj, Shllpl and Onkar 
Journal 


mate 

2003 

Particulars 

LF. 

lOcbit 

Arnount 

(Rs.) 

^■1 

Jan, 1 

Bank a/c Dr. 

Onkar's Capital a/c 
(Onkar brought his capital) 


2,00,000 

2,00.000 


Onkar's Capital a/c Dr. 

Neeraj's Capital a/c 

Shllpl's Capital a/c 
(Capital accounts of Neeraj and ShilpI 
credited in their sacrificing ratio for 

Onkar's share of goodwill/premium 
on his admission) 


25,000' 



Notes to the Solution 

Since the new profit sharing ratio Is not given hence, Neeraj and Shllpl will saciillce dielr 
profit In favour of Onkar In Ihelr old profit sharing ratio, i.e, 3:2. Theretbre, tlie sacrificing 
ratio will be 3:2. 

Total goodwill = Rs. 1.50.000 

Onkar's share In profit = 1/6 

Onkar's share of goodwill = 1/6x 1,50,000 = Rs. 25,000' 
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Usually, the goodwill, being of intangible nature and in separable from the 
business, is not shown in the books of a going concern. However, sometimes in 
the event of the reconstitution of the firm, the existing partners may decide to 
revalue assets along with goodwill. It in any case goodwill appears in the balance 
sheet of a firm before the new partner is admitted it would be desirable to close 
the goodwill account by debiting the existing partners' capital/current account 
and crediting the goodwill account in their old profit sharing ratio. 

In this case, the following journal entries is recorded : 

Old partners' capita] a/c Dr. (In old ratio) 

Premium a/c (goodwill existing In the books) 

Illustration 20 (Goodwill existing in the books at the time of admission) 

Harshad and Manish are partners in a firm sharing profits in the ratio of 4:3 . On 
Feb 1, 2003, they admitted Haris h as a new partner. Tlte new profit sharing 
ratio of Harshad, Manish and Haiish will be equal. Harish brought Rs. 50,000 
for his capital and Rs. 21,000 for l/3rd share of goodwill premium. On Haiish's 
admission goodwill appeared in the books of the firm at Rs. 14,000. Record 
necessary journal entries on Haiish's admission. 

Solution 


Books of Harshad, Manish and Harish 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Feb. 1 

Harshad's capital a/c Dr. 

Manish's capital a/c Dr, 

Premium a/c (Goodwill) 

(Goodwill appearing in the books of the firm 
on Harish's admission written off) 


8,000 

6,000 

14,000 


Bank a/c Dr. 

Harish's capital a/c 

Premium a/c (Goodwill) 

(Haiish brought cash for his capital and 
his share of goodwlLl/premlum) 


71,000 













accountancy 


Premium a/c Dr. 

Harshad's capital a/c 
Mtuilsh's capital a/c 
lGfKHlwill/E>remlum brouglit by Harish 
transferred to the capital account of 
llarshad and Ivlanlsh In their sacrificing 
ratio which Is 5:2) 


21,000 


15,000 

6,000 


Notes to the Solution 


llarshad's sacrifice 

4 

~ 7 “ 

1 

3 

5 

21 


3 

1 

2 

Manlsh's saci-lflce 

" 7 “ 

3 

21 

Sacrificing ratio 

= 5:2 




Illustration 21 (Incapable to bring premium in cash and Goodwill account 
existing at the time of admission) 

Anshu and Anup are partners in a firm sharing profits in the ratio of 5:3. On Jan 
1, 2003 they admit Shllpi as a new partner. The new profit sharing ratio will be 
4:3:2. Shllpi brought Rs. 1,00,000 for her capital but could not bring any share 
of goodwill. The firm's goodwill on Shilpi's admission was valued at Rs 1,80,000, 
At the time of Shilpi’s admission goodwill existed In the books of the fimi at Rs, 
2,40,000. Record necessary journal entries on Shilpi's admission. 

Solution 


Books of Anshu, Anup and Shllpi 
Journed 


Dote 

2003 

Parttculors 

L.F, 

Debit 

Amount 

(fis.) 

Credit 

Amount 

(Rs.) 

Jan. 1 

Bank a/c Dr. 

Shilpi's capital a/c 

(Shllpi brought her capital In cash on her 
admission) 


1,00,000 

1,00,000 

Jan. 1 

Anshu's capital a/c Dr. 

Anup's capital a/c Dr. 

Goodwill a/c 

(Existing goodwill written off on Slillprs 
admission) 


1,50,000 

90,000 

2,40,000 
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Shllpl'9 capital a/c 
Anshu's capital a/c 
Anups's capital a/c 

(Old partners' capital accounts credited 
for goodwill on Shllpi's admission in 
sacrUlclng ratio.) 



40.000' 


32,50CP 

7.500'' 


Anup's sacrifice 

Sacrificing ratio 

2 

Shllpi's share of goodwill = — x 1,80,000 = 40,000* 

13 

Anshu's capital account will be credited by — x <30,000 

16 

l.e Rs, 32,500'* for goodwill on Shllpi's admission. 

3 

Anup's capital account will be credited by ^ x 40,000 

l.e. Rs. 7,500’'' for goodwill on Shllpi's admission. 

3.3.6 Hidden Goodwill 

Sometimes the value of goodwill is not given at the time of admission of a new 
partner. In such a situation it has to be inferred from the arrangement of the 
capital and profit sharing ratio. Suppose, A and B are partners sharing profits 
equally with capitals of Rs. 40,000 each. They admitted C as a new partner for 
one-third share In the profit. C brings in Rs. 60,000 as his capital. In this case on 
the basis of C's capital and his share in profit the total capital of the newly 
constituted firm should be 60,000 x 3 = Rs. 1,80,000 whereas the total capital of 
A, B and C will be 40,000 + 40,000 + 60,000 = Rs. 1,40,000. Since their capital 
isRs. 1,40,000 hence, there must be a goodwill of Rs. 1,80,000-Rs, 1,40,000 = 
Rs. 40,000 to be shared equally by A and B. 


^3 ^ 

8 “ 9 ^ 72 





! 
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flliwli’saltort 22 {Hkiden Gmxlwill} 

Hem fund Nem are partners in a flmi sharing profits in the ratio of 3:2, Their 
c»pilals were Rs. 80,000 and Rs. 60,000 respectively. Tlrey admitted Sam on 
Jan. 1, 2003 a.s a new partner for 1 /5th .share in the future profits. Sara brought 
Rs 60,000 as his capital. Calculate the value of goodwill of the Ann and record 
sw'ce.ssaiy journal entries on Sam's admis.sion, 

Solution 


Books of Hem, Nem and Sam 
Journal 


Date 

2a)3 

Patiiculais 

m 

IMM 

Amount 

(Rs.) 


Jan. 1 

Bank a/c Dr. 

Sam's capital account 
(Ca.sh brought by Sam for his capital) 


60.000 

60,000 

Jan. 1 

Sam's capital account Or. 

Hern',s capital account 

Nem's capital account 
(Credit given for goodwill to Hera & Nern 
on Sam's admission) 


22.0CX3 



Notes to the Solutions 

Sam's capital = Fts. 60.000 

1 

Sam’s shai'e = 


Total capital of new flrm 
Hem's + Nem's + Sam's 

Goodwill of the flnn 

S im's share 


5 xRs, 60,000 = Rs. 3,00,000 

Rs. 80,000 + Rs. 50,000 + Rs. 60,000 
Rs. 1,90.000 

Rs. 1,10,000 (Rs, 3,00,000 - Rs. 1.90,000) 

1 

~ X R.S. 1,10,000 Its, 22,000 

5 


3.4 Adjustment of Joint IMe FoHcy 

ITie treatment of joint life policy on the admission of a partner will depend on the 
fact whether the premium paid has been considered as revenue expenditure or 
capital expenditure. This has been discussed in the following pai'agraphs. 
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(q) Whsn prsTnium paid ivcis considBred os rcvsntLs GxpcnditiirG 

When the old partners obtained joint life policy the prenlium paid must have 
been debited as an expense to the profit and loss account considering the same 
as a revenue item and therefore, the joint life policy will not appear in the Balance 
Sheet of the old firm, However, every joint hfe policy has a surrender value at a 
point of time except in the year in which it Is obtained. At the time of admission of 
a new partner it will be recorded at its surrender value by debiting joint life 
policy account and crediting the capital accounts of the old partners in their old 
profit sharing ratio. The following journal entiy will be recorded. 

Joint Life Policy a/c Di-. (Surrender value on the 

date of admission) 

Old Partners Capital a/c (in old ratio). 

If no further treatment is given to joint life policy then it will be shown as an 
asset in the balance sheet of the new firm. 

Illustration 23 (Joint Life Policy) 

Ekta and Farha are partners in a firm sharing profits in the ratio of 3:2. They 
admitted Geeta as a new partner on Tvlarch 1, 2003. Geeta brought Rs. 70,000 
as her capital. On Geeta's admission the firm had a Joint Life Policy of Rs. 
5,00,000. The annual premium paid on the policy was Rs. 12,000 and Ekta and 
Farha had debited the same mto their profit and loss account. On Geeta's 
admission, the surrender value of the pokey was Rs. 30,000. Record the necessary 
journal entries in the books of the firm. 

Solution 


Books of £kta, Farha and Geeta 
Journal 


Date 

2003 

Particulars 

■ 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Mai'. 1 

Bank Account 

Geeta's Capital a/c 
(Geeta brought his Capital in Cash) 

Dr. 


70.000 

70.000 


Joint Life policy 

Ekta's Capital a/c 

Farha’s Capital a/c 
(Joint Life Policy recorded at its 
surrender value) 

Dr. 


30,000 
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SometimeB after recording t he joint life ijolicy at its surrender value on tlae 
adiiftsston of a new partner it may be decided tbat the joint life policy cvill not be 
shown In the bcxiks of the firm. In such a situation we have to write off the Joint 
life policy by debiting the capital accounts of all the partners including the new 
partner in new profit sharing ratio and crediting the Joint life policy account. The 
following Joirrnal entry will be recorded : 

All Ptti tner.H' Capital Accounts Dr. (In new profit sharing ratio) 

Joint life I'ollcy 


JtUustration 24 (Joint Life F^olicy) 

Seeta and Geeta are partners in a firm sharing profit in 3:1 ratio. Tliey admit 
Meeta a.s a new partner for 1 /4th share in the profit. The new profit sharing ratio 
of Seeta, Geeta and Meeta is 2:1:1, Meeta brought Rs. 75,000 as her CEipital, On 
the date of Meeta's admission on Jan.l, 2002 the firm had a Joint life policy of 
Rs. 10.00,000. Stteta -and Geeta considered the annual premium paid on the policy 
asrevenu expenditure. The surrender value of the policy was Rs. 80,000. Seeta, 
Geeta and Meeta decided not to showjolnt life policy in the balance sheet of the 
new firm. Show the treatment of Joint life policy on Meeta's admission. 

Solution 


Booke of Geeta and Sheeta 
Journal 


Date 

2002 

Particulars 

L.F, 

Debit 

Amount 

(Rs.) 


Mar. 1 

Joint Life Policy a/c Dr. 

Seeta's capital a/c 

Geeta's capital a/c 

[Joint Life Policy at Its value on Meeta's 
admission) 


80.000 

B 


Seeta's capital a/c Dr. 

Geeta'vS capital a/c Dr. 

Meeta'.s capital a/c Dr. 

Joint Life Policy 
(Surrender value of Joint Life 

Policy written off) 


40.000 

20,000 

20.000 

80,000 


(b) Premium paid considered as capital expenditure 

When premium paid is considered as capital expenditure then thejoint life policy 
is recorded at its surrender value and this value is shown in the balance sheet of 
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the firm. Therefore, no further treatment of joint life policy is required at the limit 
of admission of a new partner. However, if the partners decide not to show the 
joint life policy in the books of the newfiim then the same Avlll have to be written 
off by debiting the capital accounts of the old partners only in their old profit 
sharing ratio and crediting joint Mfe policy account. The following journal entry 
will be recorded. 

Old Partner's Capital a/c Dr. (in old profit sharing ratio) 

Joint life policy account 

Rlustration 25 (Joint Life Policy) 

X and Y were partners in a firm, sharingproflts in 2:3 ratio. On April 1, 2003, they 
admitted Z as a new partner for 1/6th share in the profits. Z brought Rs. 1,25,000 
for his capital and Rs. 25,000 for his shard of premium. At the time of Z admission 
the Balance Sheet of the firm showed Rs. 40,000 in joint life policy account. It 
was decided that the Joint life policy would not be shown in the books of the 
film. Record necessary journal entries for the above transactions in the books 
of the firm. 

Solution 


Books of X,Y and Z 
Journal 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Apr. 1 

Bank a/c Dr. 

Z's capital a/c 

Premium a/c (Goodwill) 

(Cash brought by Z for his capital and his 
share of goodwill/premium) 


1,5(J,000 

1,25,000 

25,000 

Apr. 1 

Premium a/c (Goodwill) Dr. 

X's capital a/c 

Y's capital a/c 

(Goodwill/Premium brought by Z transferred 
to the capital accounts of X and Y in 
sacrificing ratio) 


25,000 

1 

10,000 

1,5,000 

Apr. 1 

X's capital a/c Dr. 

Y's capital a/c Dr. 

Joint Life Policy a/c 

(Joiirt Life Policy account written off on Z's 
admission as agreed) 


16,000 

24,000 

40,000 
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When premium paid on Joint life policy is treated as capital expenditure 
then a reserve may also be created equal to the surrender value. Tl^en the joint 
life policy will be shown at its surrender value on the asset side of the Balance 
Sheet and Joint Life Policy Reserve account will be shown at the same amount 
on the liability side of the balance sheet. If on the admission of a partner It is 
decided not to show these two accounts In the books of accounts In future then 
these accounts will be closed by debiting joint hfe policy reserve account and 
crediting joint life policy account. The following journal entry will be recorded. 

Joint Life Policy Reserve a/c Dr. 

Joint Life Poliey 

Illustration. 26' (Joint life policy reserve) 

On ttie admission of Nath on April 1, 2003 In the firm of Das and Gupta there 
existed a balance of Rs. 30,000 each hi the joint life policy account and joint life 
policy reserve account. It was decided that these accounts will not be shown In 
the books of the new firm. Record the necessaiy journal entry for the same. 


Solution 


Books of Das, Gttpta and Nath 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

HQ 

Apr. 1 

Joint Life Policy Reserve a/c Dr. 

Joint Life Policy 

(Joint life policy and Joint life policy reserve 
accounts closed on Nath's admission) 


30,000 

30,000 


3.5 MjastmeEts Id? Reserve astd Accumtilated 
Profits or S..®9ses Accoimt 

Sometimes the Balance Sheet of a firm may show reserve and accumulated 
profits or losses .The new partner is not entitled to have any share in such 
accumulated balances. Therefore, the balance appearing in the form of reserves 
or profits or losses should be transferred to capital accounts of the old partners 
tn old profit sharing ratio. The following journal entries are recorded:- 
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« For reserves and accumulated profits : 

Reserve Dr. 

Profit and Loss a/c Dr. 

Old partners capital a/c 
(In old profit sharing ratio) 

® For accumulated losses: 

Old partners Capital a/c Dr. 

Profit and Loss a/c 

(tn old profit shailng ratio) 

Rlustration 27 (Reserves and Accumulated profits and losses) 

Rajinder and Surinder are partners in a firm sharing profits in the ratio of 4:1 
. On April 15, 2003 they admit Narender as a new partner. On that date there 
was a balance of Rs. 20,000 tn general reserve and a balance of Rs. 50,000 in the 
profit and loss account of the firai. Record necessary journal entries. 


Solutions 

Books of Rajinder, Surinder and Narender 
Journal 


Dote 

2003 

Partirulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

IRs.) 

Apr, 15 

General Reserve a/c Dr. 

Rajinder's capital a/c 

Surender's capital a/c 
(General Reserve balance transferred to 
the capital account of Rajinder and Surlnde 
on Narender's admission) 


20,000 

16,000 

4,000 


Profit & Loss a/c Dr. 

Rajinder's capital a/c 

Surinder's capital a/c 
(Accumulated profit transferred to the 
capital account of Rajinder & Smlnder on 
Narender's admission) 


50.000 

40,000 

10,000 


Illustration 28(Accumulated losses) 

Bora and Boro were partners in a firm sharing profit in 11:5 ratio. On April 1, 
2003 they admit Barua as a new partner for l/8th share in the profits. On that 
date there was a debit balance of Rs. 80,000 in the profit and loss account. Show 
the necessary journal entry for the treatment of profit and loss account balance 
on Barua's admission. 
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Books of Bora, Boro end Barua 
Journal 


1 Date 

2003 

PorHculors 

■ 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Apr. 1 

Bora's capital a/c . Dr. 

Boro's capital a/c Dr. 

Profit & Loss a/c 

(Accumulated Loss transferred to the capital 
account of Bora and Boro on Barua's 
admission) 


55.000 

25,000 

80,000 



Eeassessmeiit UailUf 


At the time of admission of a new partner, it is always desirable to ascertain 
whether the assets of the firm are shown in books at their current values. In 
case the assets are overstated or understated, these are revalued. Similarly a 
reassessment of the liabilities is also done so that these are brought in the books 
at their correct values. At times there may be some unrecorded assets with the 
business, these are also recorded and similarly If there is any unrecorded liability 
which the firm has to pay, the same is also recorded. For revaluation of assets 
and recording of unrecorded assets and for the reassessment of liabilities and 
recording of unrecorded liabilities the firm prepares an account in its book called 
Revaluation Account. Any gain or loss on revaluation of assets and reassessment 
of liabilities is transferred to the capital accounts of the old partners in their old 
profit sharing ratio. The revaluation account is credited with increase in the 
value of assets and decrease in the value of liabilities because it is a gain. Similarly, 
decrease of assets and Increase in the value of liabilities is debited to revaluation 
accormt because it is a loss. Unrecorded assets are credited and unrecorded 
liabilities are debited in the revaluation account. If the revaluation account shows 
a credit balance then it indicates gain and if there is a debit balance then it 
indicates loss, Gain on revaluation or loss on revaluation will be transferred to 
the capital accounts of the old partners in old ratio. The following journal entries 
are recorded on revaluation of assets and reassessment of liabilities. 


(1) For increase in the value of assets : 

Asset a/c 

Dr. 


Revaluation a/c 

\ 

(Gain) 
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(li) For reduction in the value of an asset 



Revaluation a/c 

Dr. 



Asset a/c 


(Loss) 

(ill) 

For appreciation in the amount of a liability 




Revaluation a/c 

Dr. 



Liability a/c 


(Loss) 

(iv) 

For reduction in the amount of a Habiltty 




Liability a/c 

Dr. 



Revaluation a/c 


(Gain) 

(V) 

For an unrecorded asset 




Asset a/c 

Dr. 



Revaluation a/c 


(Gain) 

Ivi) 

For on unrecorded liability 




Revaluation a/c 

Dr, 



liability a/c 


(Loss) 

(vll) 

For transfer of gain on Revaluation balance if credit 




Revaluation a/c 

Dr. 

(Gain) 


Old partners Capitals (tndlvldually) a/c 

Or 

Dr. 

(Old ratio) 

(vlii) 

For transferring loss on revaluation 




Old partner's capital accounts 
(Individually) a/c 

Dr. 

(Old ratio) 


Revaluation a/c 

Note : Entries (i), (W, (iW and (iu) are recorded only with the amount of increase and decrease tn 
the value of assets and liabilities. 

Illustration 29 (Preparation of Revaluation Account) 

/ 

Following in Balance Sheet of A and B who share profits in the ratio 
of 3:2. 


Balance Sheet of A and B as at April 1, 2003 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 


20.000 

Cash in Hand 

3,000 

Capital Account 



Debtors 

12,000 

A 

30,000 


Stock 

15,000 

B 

20.000 

50,000 

Furniture 

10,000 




Plant and Machineiy 

30,000 

Total 


Total 



On that date C is admitted into the partnership on the following terms: 

® That C is to bring in Rs. 15,000 as capital and Rs. 5,000 as premium 
for goodwill for l/6th share. 
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® That the value of stock Is reduced by 10% while plant and machinery is 
appreciated by 10%. 

@ That furniture is revalued at Rs. 9,000. 

® That a provision for doubtful debt is to be created on sundry debtors at 
5% and Rs. 200 is to be provided for an electricity biU. 

® Investment worth Rs. 1,000 (not mentioned in the balance sheet) is to 
be taken into account. 

® A creditor of Rs. 100 is not likely to claim his money and is to be 
written off. 

Record journal entries and prepare revaluation account and capital account of 
partners. 

Solution 


Books of A, B and C 
Journal 


Date 

Porttculors 



Debit 

Credit 




■1 

Amount 

Amount 

2003 



■1 

(Rs.) 

(Rs.) 

Apr. 1 

Bank a/c 

Dr. 


20,000 



C's Capital a/c 




15,000 


Premium a/c (Goodwill) 




5,000 


(Ca.sh brought in by C as a capital 
and premlum/goodwill) 





Apr. 1 

Premium a/c (Goodwill) 

Dr. 


5,000 



A's Capital a/c 




3,000 


B's Capital a/c 

(Premium divided between A and B in 
sacrillcmg ratio 3:2) 




2,000 

Apr. 1 

Revaluation a/c 

Dr. 


3,100 



Stock a/c (Rs. 15,000 x 10/100) 




1,500 


Furniture (Rs. 10,000 - 9,000) 




1,000 


Provision for Doubtful Debt a/c 

Rs. 12,000x5/100 




600 


(^e faU In the value of various assets 






on revaluation on C's admission) 
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Apr. 1 

Plant and Machinery a/c 
(30,000 X 10/100) 

Dr. 


3,000 



Investment a/c 



1,000 



Revaluation a/c 




4,000 


(The Increase in the value of assets 
on revaluation on C's admission) 





Apr. 1 

Revaluation a/c 

Outstanding Electricity a/c 

Dr. 


200 

200 


(The amount provided for outstanding 
electricity) 





Apr. 1 

Sundry Creditors a/c 

Revaluation a/c 

(The amount not likely to be claimed 
by the creditors written back) 

Dr. 


100 

100 

Apr. 1 

Revaluation a/c 

Dr. 


800 



A's Capital a/c (3/5) 




480 


B's Capital a/c (2/5) 




320 


(Profit on revaluation of assets and 






re-assessment of liabilities transferred to 





A and B in profit sharing ratio 3:2) 






Revaulatlon Account 

Dr. Cr. 


Dale 

2003 

Particulars 

' 

J.F. 


Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Apr 1. 

Stock 

Furniture 

Provision for 

doubtful debt 

Outstanding 

Electricity 

A's Capital 

B's Capital 
(Profit on 
revaluation) 


. 1,500 

1,000 

600 

200 

480 

320 

Apr.l 

Plant and Machinery 

Investments 

Sundry Creditors 


3,000 

1,000 

100 


Total 

1 w 



Total 
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Partners'Capital Accounts 

Dr. , .. ,. ... Cr, 

i—" "." '-' 1 ■ 1 — r I ■ ■■ ' . - I I ' i ■ ' r ' I ' ' - - - - I" - * ■4 ™ H ' ■ --- 1 


Date 

Parttcutars 

J.F. 

A 

B 

C 

Dale 

Porticulais 



a 

C 

2003 



Rs. 

Rs. 

Rs. 

2003 

_ 



Rs. 

Rs. 

Rs. 

April 1 

Bal. c/f 


33,480 

22,320 

15,000 


Balance b/f 
Bank 

1 

30,000 

20,000 

15,000 








Premium 

■ 

3,000 

2,000 








■ 

(Goodwill) 

Revaluation 

.a/c 

1 

480 

320 



Total 


33,480 

22,320 

15,000 


Total 


33,480 

22,320 

15,000 


Rlustration 30 (Revaluation of assets and Reassessment of Uahilities) 

Given below is the Balance Sheet of A and B , who are carrying on partnership 
business as on March 31, 2003. A and B share profits In the ratio of 2:1 


Balance Sheet of A and B as at March 31, 2003 


Liabilities 


Assets 

. 


Bills Payable 

10.000 

Cash in Hand 


Sundry creditors 

58,000 

Cash at Bank 

40,000 

Outstanding expenses 

2,000 

Sundry Debtors 

60,000 

Capital Accounts : 


Stock on Hand 

40,000 

A 1,80,000 


Plant and Machinery 

1,00,000 

B 1,50.000 

3,30,000 

Building 

1,60,000 

Total 

4,00,000 

Total 



C is admitted as a partner on the date of the balance sheet on the following 
terms; 

® C will bring in Rs. 1,00,000 as his capital and Rs. 60,000 as his share 
of goodwill for 1/4th share in profits. 

® Plant is to be appreciated to Rs. 1,20,000 and the value of buddings is 
to be appreciated by 10%. 

® Stock is found overvalued by Rs. 4,000. 

® A provision for bad and doubtful debts is to be created at 5% of debtors. 
® Creditors were unrecorded to the extent of Rs. 1,000. 
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Record the necessary journal entries and prepare the revaluation account 
and partners capital accounts, and show the Balance Sheet of reconstituted finn. 


Books of A,B and C 
Journal 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Mar. 31 

Cash a/c 

C's Capital Account 

Premium a/c (Goodwill) 

(Cash brought In by C as capital and 
premlirm) 

Dr. 


1,60,000 

1,00,000 

60,000 


Premium (Goodwill) a/c 

A's Capital a/c 

3's Capital a/c 

Goodwill premium brought by C 
transferred to the capital accounts 
of A and B in thetr sacrificing ratio 

Dr. 


60,000 

40,000 

20,000 


Revaluation a/c 

Stock 

Provision for Bad & Doubtful Debts. 
(Stock depreciated and provision for bad 
and doubtful debts created on sundry 
debtors) 

Dr. 


7.000 

, 

4,000 

3,000 


Revaluation a/c 

Creditors 

(Increase in the value of creditors) 

Dr. 


1,000 

1,000 


Plant and Machinery a/c 

Buildings a/c 

Revaluation a/c 
(Increase In the value of assets 
on revaluation) 

Dr. 

Dr, 


20,000 

15.000 

35,000 


Revaluation a/c 

A's Capital a/c 

B's Capital a/c 

(Transfer of gain on revaluation to 
old partners' capital accounts) 

Dr. 

> 


27,000 

18,000 

9,000 
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Revaluation Account 


Particulars 

Amount 

(Rs.) 

Particulars 

Amount 

(Rs.) 

Stock on hand 

Provision for Bad and 
, Doubtful Debts. 

Creditors 

Profits on Revaluation 
transferred to capitals of — 

A 18,000 

B 9,000 

4,000 

3,000 

1,000 

27,000 

Plant and Machinery 

Building 

20.000 

15,000 

Total 

3S,000 

Total 

35,000 


Partners' Capital Account 


Dr. Cr. 


Date 

2003 

Particulars 

J.F, 

A 

Rs. 

B 

Rs. 

c 

Rs. 

Date 

2003 

Particulars 

J.F. 

A 

Rs. 

B 

Rs. 

C 

Rs, 

1 



2.38,000 

1,79,000 

1,00,000 

Mar.3] 

Balance b/f 
Cash 

Premium 
(Goodwill) 
Revaluation 
(Transfer of 
profit) 


1,80,000 

40,000 

18,000 

1,50,000 

20,000 

9,000 

1,60,000 


Total 


KSIIAIitt 

HSS 

1,60,000 


Total 



1,79,000 

1,60,000 


:of Capitals i 

Sometimes, at the time of admission, the partners may agree that their capitals 
should also be adjusted so as to be proportionate to their profit sharing ratio. In 
such a situation, if the capital of the new partner is given, the same can be used 
as a base for calculating the new capitals of the old partners. These new capital 
of the old partners may be compared Avith their old capitals after aU adjustments 
have been made; the partner whose capital falls short, will bring in the necessaiy 
amount and the partner who has a surplus, will withdraw excess amount of 
capital. 
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Rlustration 31 (Adjustment of Capital) 

A cind B are partners sharing profits in the ratio of 2:1. C is admitted into the fiLrm 
for 1/4th share of profits. C brings in Rs. 20,000 in respect of his capital. The 
capitals of old partners after all adjustments tn respect of goodwill, revaluation 
of assets and liabilities, etc, have been worked out at Rs. 45,000 for A and Rs, 
15,000 for B. It is agreed that partners' capitals will be according to the nelv 
profit sharing ratio. 

Determine the new capitals of A and B and record the necessary Journal 
entries assuming that the partner whose capital falls short, brings in the amount 
of deficiency and the partner who has an excess, wltlidraws the excess amount. 


Solution 

(i) Calculation of new profit sharing ratio : 

C is entitled to 1/4 share tn profits which he acquires from A and B fri thefr old profit 
sharing-ratio, l.e. 2:1. Hence, 


A's sacrifice 

B's sacrifice 

A's new share 

B's new share 



2 2 6 _ 
3 “12 ' 12 


3 ' 12 ^ 12 


Thus, new profit sharing ratio between A, B and C Is 6;3;3 or 2:1:1. 

(ii) Required Capital of A and B 

C's capital (who has 1/4 share in profits) is Rs. 20,000. B's new share in profits 1/4. 
Hence his capital will also be Rs. 20,000. A's new share is 2/4 which Is double of C's 
share. Hence his capital will be Rs. 40,000. 

Alternatively, based on C's capital, the total capital of the firm works out at Rs, 
80,000 (4/1 X Rs 20,000). Hence, based on their share tn profits, Ihe capital of A and 
B will be ; 

2 

A's Capital = ^ 80.000 = Rs, 40,000 


B's Capital 


1 

- of 80,000 


Rs. 20,000 
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The capitals of A and B. after all adjustments have been made, are Rs. 45,000 
and Rs. 15,000, respectively. Hence, A will withdraw Rs, 5,000 (Rs. 45,000 - 
Rs, 40,000) from the firm whereas B will contribute additional amovmt of Rs 
5,000 (Rs. 20,000 - Rs. 15,000). The journal entries will be : 



Particulars 

L.F. 

Debit 

AmDunt 

(Rs.) 

Credit 

Amount 

(Rs.) 

■ 

A's Capital a/c Dr, 

Cash a/c 

(Excess capital withdrawn by A) 


5,000 

5,000 


Cash a/c Dr. 

B's Capita] a/c 

(Deficiency made good by additional 
amount brought in by B) 


5,000 

5,000 


Sometimes, the total capital of the firm may clearly be specified and It is 
agreed that the capital of each partner should be proportionate to his share in 
profits. In such a situation each partner's capital (including the new partner's 
capital to he brought by him) is calculated on the basis of his share in profits. By 
bringing in additional amount or withdrawal of excess amount, the final capital 
of each partner can be brought up to the required level. Alternatively, the surplus 
or deficiency In each old partner's capital account can be transferred to respective 
current account subj ect to agreement between the partners. 

Illustration 32 (Capital adjustment) 

A; B and C are partners in a firm sharing profits the ratio of 3:2:1. D is admitted 
into the firm for 1 /4 share in profits, which he gets as 1 /8 from A and 1/8 from 
B. The total capital of the firm is agreed upon as Rs. 1,20,000 and D is to bring 
in cash equivalent to 1/4 of this amount as his capital. The capitals of other 
partiieTS are also to be adjusted in the ratio of their respective shares in profits 
and losses. The respective capitals of A, B and C after all adjustments have been 
made, works out at Rs. 40,000, Rs. 35,000 and Rs. 30,000, respectively. Calculate 
the final capitals of A, B and C. 
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Solution 

Let US, first of all, determine the new profit sharing ratio of the partners : 

1 

D's share tn the profits “ ^ 

He gets this as 1/8 from A and 1/8 from B, 

Hence the profits sharing ratio of A and B will be ; 


11 _ 1 

2 " 8 " 8 

11 _ 1 

3 ' 8 " 24 


C will continue to get 1/6 as his share in the profits. 

Hence, the new profit sharing ratio between A, B, C and D will be : 

1 . A , 1.1 ^ . 1 . i . A 

8 A4 ■ 6 A 24' 24' 24‘ 24 

Now the capitals of different partners will be adjusted tii the new profit sharing ratio 
taking the total capital as Rs. 1,20,000 as agreed upon. 

9 

As Capital = Rs. 1,20,000 x ~ = Rs. 45,000 


B's Capital 

= ' Rs. l,20,000x - 

= Rs. 25,000 


4 


C's Capital 

= Rs. 1,20,000 X — 

= Rs. 20,000 


6 


D's Capital 

= Rs. 1,20,000 X — 

= Rs. 30,000 


A will bring in Rs. 5,000 (Rs. 45,000 - Rs. 40000), B will withdrai^ Rs. 10,000 
(Rs. 35,000 - Rs. 25,000), C will also withdraw Rs. 10,000 (Rs. 30,000 - Rs. 20,000) and D 
will bring In Rs. 30,000. Alternatively, the current accounts can be opened and the amounts 
to be brought in or withdrawn by A, B and C will be transferred to their respective current 
accounts subject to the agreement among the partners. The Journal entries in this regard 
wUl be recorded as follows : 
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Books of A, B, C and D 
Journal 


Date 

2003 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

(i) 

Cash A/c Dr. 

A's Capital A/c 

(Deficiency made good by additional 
amount brought in by A) 


5,000 

5.000 

(11) 

B's Capital a/c Dr. 

C's Capital a/c Dr. 

Cash a/c 

(Excess Capital withdrawn by B and C) 


10,000 

10,000 

20.000 


Cash a/c Dr. 

D’s Capital a/c 

(Cash brought tn by D as Capital) 


30,000 

30.000 


Alternatively, for entries (1) and (11) above (Subject to the agreement) : 


Date 

2003 

Particulars 

L.F. 

Debit 

Amowit 

(Rs.l 

Credit 

Amount 

(Rs.) 

(1) 

A's current a/c 

A's Capital a/c 

(Deficiency in A's Capital debited 
to A's Current a/c) 

Dr, 


5,000 

5,000 

(11) 

B's Capital a/c Dr, 

C's Capital a/c Dr. 

B's Current a/c 

C's Current a/c 

(Excess Capital of B and C transfered 
to their current account) 

\ 

10,000 

10,000 

10,000 

10,000 
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Rlustration 33 (Preparation of balance sheet of reconstituted firm) 

A and B are partners In a firm sharing profits in the ratio 2:1, C is admitted into 
the firm with l/4th share in profits. He will bring in Rs. 30,000 as capital and 
capitals of A and B are to be adjusted in the profit sharing ratio. The Balance 
sheet of A and B as on March 31,2002 (before C's admission) was as under: 


Balance Sheet of A and B as at March 31, 2002 


nobilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 


Cash in hand 


Bills Payable 

4,000 

Cash at bank 


General Reserve 

6,000 

Sundry debtors 

8,000 

Capitals; 50,000 


Stock on Hand 

10,000 

32,000 

82,000 

Furniture 

5,000 



Machinery 

25,000 



Building 

40.000 

Total 

IliH 

Total 

lUijll 


Other terms of agreement are as imder; 

(i) C will bring in Rs. 12,000 as his share of goodwill. 

(ii) Building was valued at Rs. 45,000 and Machinery at Rs. 23,000. 

(iil) A provision for bad debts is to be created @ 6% on debtors. 

(iv) The Capital accounts of A and B are to be adjusted by opening current 
accounts. 

Record necessary journal entries, show necessary ledger accounts and 
prepare the balance sheet after C's admission. 









Mar. 1 Cash a/c Dr. 

C's capital a/c 
Premium a/c 

(Amounts of capital and goodwill 
brought In by C) 

Premium a/c Dr. 

A's Capital a/c 
B's Capital a/c 

(Goodwill brought In by C transferred to A 
and B In their ratio of sacrifice) 

Revaluation a/c Dr. 

Machinery a/c 
Provision for Bad & 

Doubtful Debts a/c 

pecrease in the value of machinery and 
creation of provision for bad debts) 

Building a/c Dr. 

Revaluation a/c 

(Increase In the value of building 

Revaluation a/c Dr. 

A's Capital a/c 
B's Capital a/c 
(Profit on revaluation 
distributed between A and B) 

General Reserve a/c Dr. 

A's Capital a/c 
B's Capital a/c 

pndlstributed profit transferred to A and B) 

A's Capital a/c Dr. 

B's Capital a/c Dr. 

A's Current a/c 
B's Current a/c 

(The excess of capitals transferred to 
partner's cmrent accounts) 


42,000 


12,000 







RECONsnnrnoN of a partnership firm—admission of a partner 


ri25 


Revaluation Account 


Dr. Cr. 


Particulars 

Amount 

(Rs.) 

Particulars 

Amount 

(Rs.) 

Machinery 

Provision for Bad and 
Doubtfiil Debts 

Capital Accounts (transfer 
of gain on revaluation) 

A 1680 

B ^ 

2,000 

480 

2.520 

Building 

5,000 

Total 

5,000 

Total 

HBBI 


Partners' Capital Accounts 


Dr. Cr. 


Date 

Particulars 

J.F. 

A 

B 

Rs. 

C 

Us. 

Date 

Particulars 

J.F. 

A 

Rs. 

B 

Rs. 

C 

Rs. 



■ 




H 

, Balance b/f 

■ 

50,000 

32,000 

- 



■ 





Cash 

■ 

- 

- 

30,000 


Current 

■ 

3,R80 

8,840 



Premium 

■ 

8,000 

4,000 




■ 




■ 

Revaluation 

■ 

1,680 


- 

■ 


■ 




■ 

fTransfer of profit 

■ 




■ 

Balance c/f 

■ 

60,000 

30,000 

30,000 

■ 

General Reserve 

■ 

4,000 

2,000 

-- 


Total 


63,680 

38,840 



Total 


63,680 

38,840 

30,000 


Partners' Current Accounts 

Dr. Cr. 


Date 

Particulars 

J.F. 

A 

Rs. 

B 

Rs. 

C 

Rs. 

Date 

Particulars 

J.K 

A 

Rs. 

B 

Rs. 

C 

Rs. 


Balance c/f 


3,680 

8,840 

- 

m 

Capital 

m 

3,680 

8,840 

■ 



























































ACCOUNTANCY 



Balance Sheet of A, B and C as at March 31, 2002 
(After Admission) 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 


8,000 

Cash on Hand 

44,000 

Bills payable 


4,000 

Cash at Bank 

10,000 

1 CuiTcnt accounts 



Sundry Debtors 8000 


A 

3,680 


Less : Provision for bad 


B 

8,840 

12,520 

and doubtful debts 480 

7,520 

Capitals 



Stock on Hand 


A 

60,000 


Furniture 


B 

30,000 


Machinery 


C 

30.000 

1,20.000 

Building 

45,000 

Total 

1,44,520 

Total 

1,44,520 


Notes to the Solution 

1. New Profit Sharing Ratio 

Since nothing Is given as to how C acquired his share from A and B. It Is assumed 
that A and B, between themselves continue to share the profits in the old ratio of 2:1 

C's share of profits 
Remaining Share 

As new share 

B's new share 

Thus, new profit sharing ratio between A, B and C Is 2:1:1 

2. New Capitals of A and B 

C's capital is Rs. 30,000 and his share of profits is 1/4. Based on C's capital the total 
capital of the firm will work out at Rs. 1.20,000(4/1 x 30,000). Hence, based on their 
respective shares of profits, the capitals of A and B will be as follows : 


]_ 

4 


1 3 
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2 

= — of 1,20.000 = Rs. 60,000 

1 

= of 1.20,000 = Rs. 30,000 

Terms iisad Ib tMs chapter 

® Accumulated Profits 

® Accumulated Losses 

® Premium (Goodwill brought in Cash) 

® Profit sharing Ratio 
® Reserves 
® Revaluation Account 
o Sacrificing Ratio 


A's Capital 

B's Capital 


^ Sumunituty 

1. Matters requiring adjustments at the time of admission of a partner ; Various 
matters which need adjustments in the books of finn at the time of admission 
of a new partner are ; goodwill, revaluation of assets and liabilities, reserves 
and other accumulated profits and losses and the capitals of the old partners 
(if agreed). 

2. Determining the new profit sharing ratio and calculating socrtpcing ratio ; The new 
partner acquires his share in profits from the old partners. This reduces the 
old partner's shai'e in profits. Hence, the problem of determining the new 
profit sharing ratio simply Involves the determination of old partner's new 
share in the profits of the reconstituted firm. Given the new partner's shar-e in 
profits and the ratio, in which he acquires it from the old partners, the new 
share of each old partner shall be worked out by deducting his share of sacrifice 
from his old share in profits. The ratio in which the old partners have agreed 
to sacrifice their shares in profit in favour of the new partner is called the 
sacrificing ratio. It is usually same as the old profit sharing ratio. However, 
based on the agreement it can be different also, 

3. Treatment of Goodwill : Goodwill is an intangible asset and belongs to its 
owner at a point of time. On the admission of a new partner the goodwill of 
the firm belongs to the old partners. It means that on the admission of a new 
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partner some adjustments must be made into the capital accovmts of the old 
partners for goodwill so that the new partner wlU not acquire a share in that 
profit which the firm earns because of its goodwill earned before admission 
without making any payment for the same. Ihe amount that the new partner 
pays for goodwill is called goodwill premium. From accounting point of view 
the linn may have to face different situations for tlie treatment of goodwill at 
the time of admission of a partner. The amount of premium brought in by the 
new partner is shared by old partners In the ratio of saciiflce. In case tlie new 
partner fails to bring his share of premium for goodwiU in cash than the 
capital account of the new partner is debited for his share of premium of 
goodwill and tlie old partners capital accounts are credited in their sacrtflclng 
ratio. 

4. Adjustments for Revaluation cfAssets and Reassessment of Liabilities ; If, at the 
time of admission of a partner, the assets and liabilities are revalued or some 
asset or liability is found unrecorded, necessary adjustments are made through 
the Revaluation Account. Any gain or loss arising from such exercise shall be 
distributed among the old partner's in their old profit sharing ratio. 

5. Adjustment for reserves and accumulated profits/losses : If, at the time of 
admission of a partner, any reserve and accumulated profits or losses exist in 
books of the firm, these should be transferred to old paitner's capital/current 
accounts in their old profit sharing ratio. 

6. Etetermintng/ Adjusting partners'capital .Tf agreed, the partner's capital maybe 
adjusted so as to be proportionate to their new profit sharing ratio, In that 
case, the new partner's capital is normally used as a base for determining the 
new capitals of the old partners and necessaiy adju.stinent made through 
cash or by transfer to partner's current accounts. Other basis also may be 
available for determining capitals of the partners after admission of the new 
partner Itke sharing the total capital to be in tlie firm immediately after 
admission of the new partner. 

(I) Objective Type Questions 

1. Choose the correct alternative ; 

a. If. at the time of admission, some profit and loss account balance 
appears in books, it wifi be transferred to — 

i. Profit and Loss Adjustment Account; 

ii. All partners' capital account; 

ill. Old partners' capital accounts. 
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b. If, at the time of admission, there is some unrecorded liability, it will be 

i. Debited to Revaluabon Account 

ii. Credited to Revaluation Account 

ill. Debited to goodwill. 

c. A and B are partners sharing profits in the ratio of 5:3. C is admitted 
with l/4th share in profits, the new profit sharing ratio will be — 

I. 4:2:1 

li, 5:3:4 

lil, 15:9:8. 

d. Share of goodwill brought by new pavtner in cash is shared by old partners 
tn - 

i. Ratio of sacrifice 

II. Old profit sharing ratio 

ill. New prolit sharing ratio. 

e. 'WTien nev/ partaer does not bilng his share of goodwill In cash, goodwill 
is treated by — 

i. Crediting the old partners In the sacrificing ratio and debiting the 
new partner for his share of goodwill 
11. Crediting tire old partners in old profit sharing raUo and debiting 
the new partner for his share of goodwill 
hi. Debiting the old partners in sacrificing ratio and crediting the new 
partner for his share of goodwill. 

2. Fill in die Blanks : 

a. Share of goodwill brought In cash by tire new partner i,s called 

b. Goodwill appearing in books at the time of admission of a new 

partner is written off by debiting . and crediting 

c. If at the time of admission, provision for bad and doubtful debts 

ar e to be reduced, it shall be. to revaluation account. 

d. If die new partners' capital is not given, it can be worked out with 

the help of. balance of old partner's capital for the 

. share. 

e. Unless given otherwise, the ratio of sacrifice is the same as 

f Gain or loss arising from revaluation is shared by . 

partners in . ratio. 
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Short Answer Questions 

[i] Identify various matters that need adjustments at the time of admission 
of a new partner, 

(11) Why do you determine new profit sharing ratio even for old partners 
when a new partner is admitted? 

(ill) Define sacriflctng ratio. 

(Iv) State the two main rights acquired by a new partner. 

(v) If some goodwill already appears In books and the new partner brings fii 
his share of goodwill in cash, how will you deal with existing amount of 
goodwill? 

4. Essay Type Questions 

(1) Explain how will you deal with goodwill when new partner Is not In a 
position to bring his share of goodwill In cash. 

(it) Do you advise that assets and liabilities must be revalued at the time of 
admission of a partner. If so. why? Also describe how is this treated in 
the books accounts. 

(ill) If it is agreed that the capital of aU the partners should be proportionate 
to the new profit sharing ratio, how will you work out the new capital of 
each partner? Give examples and state how necessary adjustments will 
be made, 

I 

5. X and Y are partners sharing profits and losses In proportion of 2:1. They 
admit a new partner Z whom they give l/6th share In profits. Calculate new 
profit sharing ratio. 

6. X and Y are partners sharing profits In the proportion of 7:5. They agree to 
admit Z into partnership who is to get l/6th share in profits. He acquires this 
share as l/24th from X and 1/8 from Y. Calculate new profit sharing ratio. 

7. A and B share profits in the ratio of 7:3. C was admitted as a partner. A 
surrendered l/7thofhls share and B 1/3rd of his share in favour of C. Calculate 
new profit sharing ratio, 

8. Ram and Shyam are partners sharing profits and losses In the ratio of 3:1. 
They agreed to admit Mohan into the partnership firm. Mohan Is given 1 /4th 
share of future profits, which he acquires In the ratio of 2:1 from Ram and 
Shyam. Calculate new profit sharing ratio. 
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9. A and B are In partnership sharing-profits in the ratio of 3:2 respectively. C is 

admitted Into the partnership. The new profit sharing ratio be A 5, B 3 
and C 2. Calculate sacrificing ratio. . 

10. A and B are partners sharing profits in the ratio of 7:3. A surrenders l/7th of 
his share and B surrenders 1 /3rd of his share in favour of C, the new partner. 
What Is the sacrificing ratio? 

11. A and B sharing profits in the ratio of 3:2. They a:dniit C with 1 /5 share in the 
profits, which lie gets equally from A and B. Calculate the new profit sharing 
ratio. 

12. Ram and Mohan were partners in a firm sharing profits in 3:2 ratio. They 
admitted Slta and Radha as new partners. Ram sacrificed l/3rd of his share 
in favour of Slta and Mohan sacrificed 1/2 of his share in favour of Radha. 
Calculate the new profit sharing ratio of Ram, Mohan, Sita and Radha. 

13. John and Mike were partners in a firm sharing profits in 3:1 ratio. They admitted 
Walrld as a new partner for 1 /6th share tn the profits of the firm. Wahid 
acquired his share from John and Mike in the ratio 2:1. Calculate the new 
profit sharing ratio of John, Mike and Wahid. 

14. Suresh and Ramesh were partners In a firm sharing profits in 5:3 ratio. On 
1.4.2003 they admitted Deepak as a new partner for l/4th share. On 31st 
July 2003 Karan was admitted as a new partner for l/6th share which he 
acquired equally from Suresh, Ramesh and Deepak. Calculate the new profit 
sharing ratio of Suresh, Ramesh, Deepak and Karan. 

15. Lucy and Zeny were partners in a firm sharing profits in 4:3 ratio. They admitted 
Allen as a new partner for 20% of share in the profits. AUen acquired his share 
of profits in the ratio of 1 :2 from Lucy and Zeny. Calculate the new profit 
sharing ratio of Lucy, Zeny and Allen. 

16. Gopal and Govtnda were partners tn a firm sharing profits in 11:8 ratio. They 
admitted Krishna as a new partner. The new profit sharing ratio of Gopal, 
Govlnda and Krishna was 12:5:4. Calculate the sacrtfictng ratio of Gopal and 
Krishna 

17. The profit sharing ratio ofSeemaand Ghosh was 5:3. On 1.4.2003 they admitted 
Munmun as a new partner and the new profit sharing ratio of Seema, Ghosh 
and Munmun was 4:3:3. Calculate the sacrificing ratio of Seema and Ghosh. 

18. A and B are partners sharing profits as 3:2. C Is admitted as a new partner, A 
surrendered l/4th of his share and B, l/3rd of his share In favour of C. 
Calculate the new profit sharing ratio. 

19. A and B are partners sharing profits as 2:1. C Is admitted as a new partner. The 
new profit sharing ratio among A. B and C is 3:1:2. Calculate sacrificing ratio. 
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20. A and B are partners sharing profits In the ratio of 3:2. They admitted C Into 
partnership with 1 /3rd share In future profits. Calculate the new profit sharing 
ratio of A, B and C In each of the following cases : 

a. If C acquires his share of profits from the firm In the original ratio of the 
partners. 

b. If C acquires his share of profits from the firm In equal proportions from 
the original partners. 

c. If C acquires his share of profits from the firm hi the ratio of 3; 1 from the 
original partners. 

21. Bakul and Gokul were partners in a firm sharing profits and losses In'the 
ratio of 2:1 with capitals of Rs. 40,000 and Rs. 30,000 respectively. They decided 
to admit Nakul Into partnership on conditions that he would bring In 
Rs. 20,000 as his capital and Rs. 6,000 for his share of goodwill for l/4th 
share of profits. Half of the amount of goodwill was withdrawn by the existing 
partners. The capital of the partners In the New firm were to be arranged In 
profit sharing ratio on the basts of Nakul's Capital and excess or deficit capital 
to be adjusted In cash. 

Give the necessary journal entries to record the transactions and show the 
capital accounts of the partners and the cash account. 

22. A and B are partners hi a firm sharing profits and losses In the ratio of 3t2. C 
Is admitted for l/5th share In profits of the firm. Calculate the new 
profit sharing ratio of the partners If, 

a. C gets It equally from A and B 

b. C gets It from A and B In the ratio of 2:1 

c. C gets It wholly from A 

d. C gets it wholly from B 

e. C gets It 3/20 from A and 1/20 from B. 

23. A and B are partners In a firm sharing profits In the ratio of 7:3. C is admitted 
as a new partner. A sacrifices 2/7th of his share in profits In favour of C and 
B l/7th of his share In favour of C. Calculate the new profit sharing ratio 
between A. B and C. 

24. Ram and Shyam are partners sharing profits In the ratio of 3; 1. C is admitted 
for l/4th share In profits of the firm. Find out new profit sharing ratio and the 
sacrificing ratio. 

25. H and M are partners In a firm sharing profits and losses In the ratio of 4:3. A 
joins the firm as a new partner. The new profit sharing ratio of the partners Is 
decided as H 7. M 4. and A 3. i.e. 7:4:3. Calculate the sacrificing ratio. 
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26. Ajay and Anil are partners In a firm sharing profits In the ratio of 9:6. They 
admit Arun as a new partner for l/8th share In profits. It is decided that AJay 
and Anil will share profits and losses In future In the ratio of 4:3, Calculate 
their ratio of sacrifice, 

27. A and B are partners sharing profits tn the ratio of 3:2. They admit C as a new 
partner for l/5th share tn profit. The goodwill is valued at Rs. 50,000. C 
brings in the necessary amount of premium. Record the necessary Journal 
entries tn the books of the firm on the assumption that no goodwfil account Is 
raised and the premium brought by C Is retained in business. 

28. A and B are partners sharing profits tn the ratio of 7:3. C Is admitted as a new 
partner for 3/7th share which he acquire 2/7th from A and l/7th from B. C 
brings In Rs. 40,000 as capital and Rs.l5, 000 as his share of goodwill. No 
goodwill appears In books. Record the necessary journal entries tn the books 
of the firm. 

29. A and B are partners tn a firm. Their profit sharing ratio is 5:3. They admit C 
Into partnership for 1 /4th share. As between themselves A and B decide to 
share profits equally in future. C brings In Rs. 20,000 as his capital and 
Rs. 10,000 as premium. Calculate the sacrificing ratio and record the necessary 
journal entries on the assumption that the amount of premium brought In by 
C is retained In business. 

30. Gahlot and Harrison are partners In a firm sharing profits In the ratio of 3:2. 
Thomas Is admitted Into partnership for l/5th share fri profits. He brings In 
Rs. 30,000 as his share of goodwill premium. The new profit sharing ratio 
between Gahlot, Harrison and Thomas is 11:9:5. No goodwill account appears 
In the books. Show how the amount of premium brought in by Thomas will be 
shared by Gahlot and Harrison and record journal entries for each of the 
following cases : 

i. The amount is retained in the firm, 
li. The amount is withdrawn fully by the old partners, 
iil. The old partners withdraw the amount to the extent of 50% of what Is 
credited to them. 

31. Vlmal and Kamal are partners sharing profits tn the ratio of 4:1. They admit 
Amal as a new partner who brings Rs. 1^5,000 as his share of goodwill (premium). 
Amal is entitled to l/3rd share In profits. As between themselves, Vimal and 
Kamal agree to share future profits and losses equally. 

You are required to : 

a. Calculate the new profit sharing ratio 

b. Record journal entries showing the appropriation of premium. 

32. George and Henry are partners sharing profits tn the ratio of 3:2. They decided 
to admit David as a new partner and to share future profits and losses equally. 
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David brings In Rs. 50,000 as his capital. Goodwill of the firm Is valued at 
Rs, 6Q,000. Record the necessary Journal entries— 

a. When no goodwill appears in books 

b. When goodwill appears at Rs. 50,000, and 

c. When goodwill appears at Rs. 1,00,000. r 

33, Swadesh and Swaraj were partners sharing profits equally. Their Balance Sheet 
as on March 31, 2002 was as follows ; 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 


50,000 

Cash 

12,000 

Bills Payable 


15,000 

Cash at Bank 

15,000 

Outstanding Expenses 

3,000 

Debtors 20,000 


Capital: 



Less Provision 500 

19,500 

Swadesh 

60,000 


Stock 

20,000 

Swaraj 

40.000 

1,00,000 

Furniture 

10,000 




Machinery 

18,000 




Land & Building 

73,500 

Total 

1,68,000 

Total 

1,68,000 


On that date, they agreed to admit Sambhav as a partner on the following terms : 


1. Sambhav shall get 1 /5th share tn profits and he will bring Rs. 20,000 as 
his capital and Rs, 5.000 as his share of goodAyiU 

2. Goodwill brought by Sambhav shall be withdrawn by Swadesh and Swaraj 

3. Provision forbad and doubtful debts should be brought upto 5% on debtors 

4. Machinery be depreciated by Rs. 2,000 and furniture by 12.5 % 

5. Stock be valued at Rs. 23,000 ” 

6. Land & Building be appreciated by 20%, and 

7. Investments of Rs. 2,000 which did not appears tn books should be duly 
recorded. 

Record necessary Journal entries and prepare the Balance Sheet of the 
new firm. 

34, A and B are partners sharing profits as 2:1. Following Is their Balance Sheet 
as on December 31, 2001; 


i 
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Balance Sheet of A and B as on Dec 31, 2001 


Liabilities 

Amount 

(Rs.) 

Assets 

' j 

Amount 

(Rs.) 

Creditors 


10,000 

Cash tn Hand 





and at Bank 

1,000 

A's Capital 

18,000 


Debtors 

10,000 

B's Capital 

17.000 

35,000 

Stock 

20,000 

Reserve 


6,000 

Land auid BuUdhig 

20,000 

Total 

SI,000 

Total 

51,000 


On January 1, 2002, C Is admitted into partnership for l/4th share on the 
following terms : 

a. That he should bring In Rs-15,000 as his capital and Rs. 6,000 as premium 
for his share of goodwill 

b. That land and building be revalued at Rs. 25,000 and stock at Rs. 18,500 

c. That Rs. 500 be provided for doubtful debts 

d. That after the above adjustments, the capital of the old partners be 
adjusted on the basis of the new partner's capital, having regard to profit 
sharing ratio. Excess or shortage will be adjusted through actual cash. 

Record necessary Journal entries and prepare Capital Accounts and new 
Balance Sheet of the partners. 

35. The Balance Sheet of Alka and Bandana carrying on business in partnership 
and sharing profits hi proportion of 2/3rd and l/3rd respectively, stood as 
follows : 


Balance Sheet of Alka and Bandana as at March 31, 2003 


Liabilities 


Assets 


Alka's Capital 

51,450 

Machhiery 

50,000 

Bandana’s Capital 

36,750 

Furniture 

3,000 

Reserve 

1,500 

Debtors 

18,000 

Creditors 

10,300 

Stock 

27,000 



Cash 

2,000 

Total 

1,00,000 

Total 

1,00,000 


They admitted Chandana into partnership giving her l/5th share of profits on 
the following terms ; 

a. The goodwill of the firm is to be valued at two year’s profits calculated on 
the average of the 1st three-year's profits, which amounted to Rs. 20,000, 
Rs. 15,000 and Rs. 22,000 
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b. Chaiidana Is to bring in cash for the amount of her share of goodwill 

c, Chaiadana is to bring In capital in proportion to her profit sharing 
arrangements with other partners. 

Give journal entiles and opening Balance Sheet of the ilrm and also state 
their future profit sharing ratio. 

Asiswers 

1, Objective TVpe Questions : 

(aj iii 

(b) i 

(c) itl 

(d) i 

(e) 1 

2. (a) Premium 

(b) old partners capital accounts. Goodwill 

(c) credited 

(d) closing balance of capitals of old pailrrers, aggregate 

(e) old profit sharing ratio 

(f) old partners, old profit sharing ratio 

5. New Profit ratio = 10 : 5 : 3 

6. New profit ratio = 13 : 7 : 4 

7. New profit ratio = 3 : 1 : 1 

8. New profit ratio = 7:2:3 

9. Sacrificing ratio =1:1 

10. Sacrificing ratio =1:1 

11. New profit ratio =5:3:2 

12. New profit ratio = 2 : 1 : 1 : 1 

13. New profit ratio ='23 : 7 : 6 

14. New profit ratio =15:9:8 

15. New profit ratio = 53 : 31 : 21 

16. Sacrificing ratio = 4 : 73 
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17. SacUicing ratio = 3:1 

18. New project ratio = 27 ; 16 : 17 

19. Sacrificing ratio =1:1 

20. (a) New profit ratio = 6:4:5 

(b) New profit ratio = 13:7: 10 

(c) New profit ratio = 21 : 19 : 20 

21. (a) Balance of Capital Accounts : 

Balml : Rs. 40,000 

Golml : Rs. 20,000 

Nakul ; Rs. 20,000 


(b) 

Cash on hand : 

Rs. 10,000 



(c) 

Bakul will vwthdraw Rs, 2,000 and Gokul witlidraw Rs, 11,000 

22. (a) 

New profit ratio 

=5:3:2 

(b) 

New profit ratio =7:5:3 

(c) 

New profit ratio 

= 2:2:1 

(d) 

New profit ratio = 3:1:1 

(e) 

New profit ratio 

=9:7:4 




23. New profit ratio = 35 : 18 : 17 

24. New profit ratio = 9:3:4 

25. Sacrificing ratio = 1:2 

26. New profit ratio = 4:3:1 and Sacrtficing ratio = 12 : 3 

33. Profit on revaluation = Ps. 15,950 

Balance of Capital accounts = Rs. 67,975, Rs. 47,975, Rs. 20,000 
Total of Balance Sheet = Rs. 2,03,950 

34. Profit on Revaluation : Rs. 3,000 

Balance of Capital Account; A : Rs. 30,000. B : Rs. 15,000 
A wUl bring Rs. 2,000, B will withdraw Rs. 7,000 
Total of Balance Sheet = Rs. 70,000 

35. New profit ratio = 8:4:3 

Balance of Capital accounts : AUca Rs, 57,517, Bandana Rs. 39,783, 
Chandana Rs. 27,325 

Balance of Cash account = Rs. 33,925 
Total Balance Sheet = Rs. 1,31,925 




Chapter 4 


RECONSTITUTION OF A PARTNERSHIP FIRM 

RETIREMENT AND DEATH OF A PARTNER 


LEARNING OBJECTIVES 

After studying this chapter you will 

be able to : 

9 Calculate new profit-sharing 
ratio and gaining ratio. 

• Describe the accounting 
treatment of goodwill in the 
event of rctlrement/death of a 
partner; 

* Explain the accounting 
treatment for revaluation of 
assets and reassessment of 
liabilities; 

9 Explain the accounting 
treatment with respect to the 
Joint life poUqc, 

® Ascertain the retiring/ 
deceased partner's share In the 
firm and its settlement; 

9 Prepare the retiring/deceased 
partner's loan account; 

X. 

« Prepare the Balance Sheet of 
the reconstituted firm, 


On the retirement or death of a partner, 
the existing partnership deed comes to 
an end. In its place the new partnership 
deed needs to be framed, i.e. the firm 
requires reconstitution. The remaining 
partners shall continue to do their 
business but on the different terms and 
conditions. There is not much difference 
in the accounting treatment at the time 
of retirement or in the event of death as 
retfrlng/deceased partner will no longer 
be a partner of the reconstituted firm. 
In both cases, we are required to 
determine the sum due to the retiring 
partner (in case of retirement) and to the 
legal representatives in case of deceased 
partner. The retirement may take place 
with the consent of all other partners, 
in accordance with terras of the deed 
(i.e, there may be express agreement to 
that effect) or in case of retirement at 
will or by giving notice in writing by a 
partner desiring to do so. 
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The sum payable to the retiring/deceased partner Includes 
® Balance tn his capital/current account: 

® Share of acctimulated profits (losses) and reserves; 

® Share In the galn/loss on revaluation of assets and reassessment of 
' liabilities; 

® Share of goodwill; 

@ Share tn the profits of current year; 

® Share in joint life policy; 

m Interest on capital, salary, etc. firom the date of last balance sheet to 
the date of death/retirement (If applicable) wfil be credited to him, 
drawings and interest on drawings wfil also be debited for the required 
time period to the concerned partner's capital account. 

At the time of retirement or death of a partner, we need to compute the 
new profit sharing ratio and gaining ratio among the continuing partners. 
Tills will enable us to carry out the following adjustments : 

® Goodwfil 

® Revaluation of assets and reassessment of liabilities 
® Distribution of accumulated profits (losses) and reserves 
® Capital adjustments (If any). 

The above adjustments will help us to ascertain the amount due to retiring/ 
deceased partner. 

4.1.1 Cal^^ation of New Profit Sharing Ratio 

New profit sharing ratio is the ratio in which the remaining partners will share 
profits (excluding retiring/deceased partner). The new share of each of the 
remaining partners will consist of his own share tn the firm pltis share acquired 
from the retiring/deceased partner. At the time of retirement or death of a 
partner, the share of retiring/deceased partner is acquired by existing partners, 
on the basis of agreement among them. If the continumg partners decide to 
acquire the share of retiring/deceased partner in old profit sharing ratio, then 
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there is no need to compute the new profit sharing ratio, since it will be 
same as the old profit sharing ratio among them. 

In the absence of any Information regarding profit sharing ratio in which 
the continuing partners will share in profit of the retiring/deceased partner, 
it is assumed that they will acquire his share in old profit sharing ratio (as 
shown in illustration 1). 

If the continuing partners acquire the share in profits of the retiring/ 
deceased partner in a proportion other than their old ratio, then we need to 
compute the new profit sharing ratio. In this case, the new share of a continuing 
partners, in profits will be total of their respective old share and share acquired 
firom the retiring/deceased partner. 

New share of the continuing partner = Their respective old share + Share acquired 

from outgoing partner 

® Gaining Ratio 

The ratio in which the continuing partner have acquired the share from the 
retiring/deceased partner is called gaining ratio. 

Gain of continuing partner s New share - Old share 

It Is to be noted that the continuing partners may also sacrifice on 
retirement/death of a partner if the partner sells his share to any of the 
continuing partner. In that situation the gaining ratio of that partner will have 
minus sign, thereby indicating that he has also sacrificed a part of his profit. 

If continuing partners decide to acquire the share of retiring/deceased 
partner in their old profit sharing ratio, then the gaining ratio will be same as 
their old profit sharing ratio among them, (as shown in illustration 1). If the 
ratio in which the continuing partners wUl share the profits is given then the 
gaining ratio wlU be computed by subtracting the old share from the new 
share of the partner. If the continuing partners acquire the share of the retiring/ 
deceased partner In a proportion other than their old profit sharing, then the 
ratio In which they have acquired the share of profit from the retiring/deceased 
partner Is the gaining ratio. 

lUitstration 1 (Calculation of new profit sharing ratio and. gaining ratio) 

Slta, Rita and Raj are partners sharing profits In the ratio of 5:3:2. Calculate 
new profit sharing ratio and gaining ratio if; (1) Slta retires, (li) Raj retires, and 
(ill) Rita retires, 
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Soitttioe 

I, CelcMation of New Pro§t Shodng Ratio 

(1) New share of Rita and Raj (If Sita retires) ; 

In order to calculate new ratio of Rita and Raj, It is assumed that Sita's share of 

5 

— will be taken up by Rita and Raj In their old profit sharing ratio Inter se. 


( 11 ) 


3 5 3 3 

Rita's new share “ lo ''' ^lo ^ 5 ^ “ 10 

2 5 2 2 

Raj's new share 

Therefore, New profit sharing ratio = 3:2 
New share of Slta and Rita (If Raj retires) : 


^ 

50 ^ 50 

12 22 
50 " 50 


In this case it Is assumed that Raj's share of ” will be taken up by Slta and Rita 

in their old profit sharing ratio. 

5 2 5 5 10 50 

Sita's new share " lo ^ 10 8 ^ “ 10 ''' 80^ “ 80 

j 3 2 3 3 6 30 

Rita's new share = ^ 8 ^ = 10 80^ = 80 

Therefore New profit sharing ratio = 5:3 

(111) New share of Sita and Raj (If Rita retires) : 


In this case, it Is assumed that Rita's share of — will be taken up by Slta and 
Raj In their old profit sharing ratio. 


5 3 5 5 15 

Sita's new share = ^10 ^ 7 ^ = 10 ^ ^ = 


2 3 2 2 6 

Raj's new share = + (^ X 7 ) = ^ 

Therefore new sharing ratio Is 5 : 2 


22 

70 

22 
= 70 


Ij 
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n. Calculation of Gaining Ratio 

(1) Gaining ratio of Rita and Raj ; 

Rita's gain = New share - Old share 

1 A A 

5 ~ 10 ^ 10 

Raj's gain - New share - Old share 

2 A A 

5 “ 10 ■ 10 

Therefore, the gaining ratio of Rita and Raj will be 3: 2 
(d) Gaining ratio of Slta and Rita : 

Slta's gain = New share - Old share 

5 20-25 

8 “ 10 " 40 "40 

Rita's gain 

3 _3_ 

8~ 10 " 40 

Therefore, the gaining ratio of Slta & Rita will be 5 : 3 

(ill) Gaining ratio of Slta and Raj : 

Slta's gain = New share - Old share 

1 A 

7 " 10 70 

Raj's gain = New share - Old share 

2 A _ A 

7 " 10 " 70 

Therefore, gaining ratio of Slta and Raj will be 5 ; 2, 

Illustration 2 (Calculation of new profit sharing ratio) 

AJay, Vyay and Veena are partners sharing profits in the ratio of 3:2:1. Ajay 
retires and his share is taken up by Vljay and Veena: (i) equally, (ii) in the ratio 
of 3 : 2. Calculate the new profit sharing ratio. 
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Solution 

(1) When Ajay's share Is taken up equally by Vijay and Veena 

2 


Vljay's share In profit 
Share acquired from Ajay 
New share of Vijay 
Veena's share In profit 
Share acquired from AJay 

Veena's new share 


3 1^^ 
6^2“ 12 


2 7_ 

" 6 12 " 12 


6 


3 J. 

"" 6 ^ 2^12 


6 12 ^ 12 


Therefore, Ratio of Vijay and Veena 7 ; 5 
(11) When Ajay's share Is taken up In 3 : 2 ratio 

2 


Vijay's share in profit 
Share acquired from Ajay 
Vijay New share 

Veena's share 

Share acquired from Ajay 

Veena's new share 


_ i 1 = A 

■ 5 ^ 6 ~ 30 


(1 9 19 

6 "^30 


j 


6 


_ 1l 

^5 ^ 6 " 30 


1 -11 

^ 6 '^ 30“30 


30 



Therefore, Ratio of Vijay and Veena 19 :11 
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Ulusiration 3 (Calculation of new profit shanng ratio and gaining ratio) 

Mahesh, Nai-esh and Onkar are partners sharing profits in the ratio of 3/8, 
1/2 and 1/8. Maliesh retires and surrenders 2/3 of his shai'e in favour of 
Naresh and remaining in favour of Onkar. Calculate new ratio and gaining 
ratio. 




Naresh 

Onkar 



1 

1 

(i) 

Existing Share 

^ 2 

8 



2 3 

2 3 

(il) 

Share acquired by Naresh 

“3^8 

8 



2 

1 


and Onkar from Mahesh 

" 8 

8 



1 2 

1 1 

(Itl) 

New Ratio =1 + 11 

2 8 

"" 8 8 



6 

2 



~ 8 

“ 8 



i.e. 6 : 2 




or 3:1 


(IV) 

Gaining Ratio = 

2 : 1 [As Calculated in (u)] 


Illustration 4 (Calculation of new profit sharing ratio) 

Kamlesh, Lalit, Manoj emd Naveen are partners sharing profits in the ratio of 
3:2:1:4, Kamlesh retires and his share acquired by Lalit and Manoj in the ratio 
of 3:2. Calculate new ratio and gaining ratio. 

Solution. 

Calculation of new profit sharing ratio 


Lalit 

Manoj 

Naveen 

2 

1 

4 

10 

10 

10 


(1) Old shai-e 
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(11) 

Acquisition of Kamlesh's share 

3 3 

10 5 

3 2 

10 5 

- 



9 

6 




" 50 

50 




2 9 

1 6 

4 

(ill) 

tlew Ratio (i) + (ii) 

10 50 

lO''' ^ 

10 



19 

11 

20 



15 • 

50 ■ 

50 

i.e. 

the new profit sharing ratio Is : 

19 : 

11 : 

20 


Note : Since Lalit and Mono) are acquiring Kamlesh's share of profit in the ratio 3:2, hence, 
the gaining ratio will be 3:2 between Lalit and ManoJ. 

4.1.2 Treatment of Goodwill 

The retiring/deceased partner is entitled to his share of goodwill at the time of 
retirement/death because the goodwill has been earned by the firm with the 
efforts of all the existing pailners. At the time of retirement/death of a partner, 
gooduiH is valued as per agreement among the partners. Since the retiring/ 
deceased partner wUl not be sharing the future profits of the firm, a part of 
which might be accruing because of the present value of goodwill. Therefore, 
in all fairness, the retiring/deceased partner should be compensated for the 
same by the continuing partners in their gaining ratio. For this purpose, the 
retiring/deceased partner's capital will be credited. In this case the following 
journal entry is recorded : 

Continuing pailner's capital a/c (in the gaining ratio) Dr. 

Retiring/deceased partner's capital a/c (with his share of 

goodwill) 

The idea here is to credit retiring/deceased partner's capital account with 
his share of goodwill and debit the capital accounts of continuing partner who 
wUl gain on the retirement or death of partner, in their gaining ratio. 

It is worthmentioning here that if any of tlie remaining partners has also 
agreed to sacrifice some share in the profits of the firm on retirement/death of 
a partner, his capital account will also be credited along with retiring partner's 
capital with his proportion of sacrifice and continuing partner's capital are 
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laebited who have gained on retirement/death of a partner by recording the 
following entiy : 

Continuing partner's capital a/c (who have gained) Dr. 

Retlrlng/deceased partner’s capital a/c 
Continuing partner's capital { who sacrificed ) 

The goodwill Is valued for this purpose on the basis of agreement among 
the existing partners. (This has been discussed in detail in Chapter 1). 

e Hidden Goodwill 

If the firm has agreed to settle the account of retiring/deceased partner by 
paying him a lump-sum amount, then amount paid to him in excess of his 
capital and share in reserves/revaluation account etc. shall be treated as his 
share of goodwill. For example, P,Q and R are partners. R retires, his capital 
account, after making adjustments for reserves and profit on revaluation exists 
at Rs, 64,000. P and Q have agreed to pay him Rs. 80,000 in full settlement of 
his claim. It implies that Rs, 16,000 is R's share in the goodwill of the firm. This 
will be treated by debiting Rs. 16,000 in P & Q's capital account in their gaining 
ratio and crediting R's capital account. 

Illustration 5 (Goodwill) 

Om, Jai and Jagdish are partners sharing profits in the ratio 5:3:2. Om retires 
and goodwill is valued at Rs. 50,000. New profit sharing ratio of continuing 
partners will be equal. Record necessary journal entry. 

Solution 


Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Jal's Capital a/c Dr, 

Jagdlsh's Capital a/c Dr. 

Om's Capital a/c 

(Om's share of goodwill credited to him) 

1 

m 

25,000 
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Notes to the Solution 
Gain of partner 

Jal's old share 

Jal's new share 


New share - Old share 


Jal's gain 


1 A A 

2 ~ 10 “ 10 


Jagdlsh's old share 


Jagdlsh's new share = 

Jagdlsh's gain = 

Therefore, gaining ratio Is 2 : 3, 


A A 
10 ” 10 


Illustration 6 (Goodwill) 

Shashi, Madhu, Usha and Renu are partners sharing profits in ratio of 3:2:3:2. 
On the retirement of Usha, goodwill was valued at Rs. 1,20,000. Usha's share 
of goodwill will be given to her by adjusting it into the capital accounts of 
Shashi, Madhu and Renu. Record necessary entry for the treatment of goodwill 
when new profit sharing ratio decided is 3 ;1: 6. 


Solution 


In the Books of Shashi. Madhu, Usha and Renu 
Journal 




Renu's Capital a/c Dr. 

Madhu's Capital a/c 
Usha's Capital a/c 

(Madhu and Usha have sacrificed their share, 
and Renu has gained on retirement of Usha) 



Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

48,000 

12,000' 

36,000= 
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Notes to the Solution 

(I] Gain of a Partner = New share - Old share 

3 3 

Shashi’s gain “ ^0 ~ 10 ~ ^ (New share Is same as old share) 
12 1 

Madhu's gain = ^ “ ^“lo ^ (sacrifice) 

6 2 4 

Renu'sgaln=--Y^ = Y^ 

(II) Transfer of goodwill to partners capital account 

= Rs. 12.000' 

= Rs. 36.000^ 


1 

Rs. 1.20,000 X — 
3 

Rs. 1,20,000 X — 


Illustration 7 (Goodwill) 

Sangeeta, Usha and Rita are partners sharing profits In the ratio of 3:2:1. 
Usha wants to retire due to her ill health. For this purpose goodwill is valued 
at two years purchase of average super profits of last three years, The profit 
for the last three years are as under : 

First year : Rs. 36,600 

Second year : Rs. 43,600 

Third year ; Rs. 48,800 

The normal profits for similar firms is Rs. 34,000. 

Record necessary entry for goodwill on retirement of Usha. 


Solution 


Books of Sangeeta,Usha and Rita 
Journal 


Date 

Particulars 

n 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Sangeeta's capital a/c Dr. 

Rita's capital a/c Dr. 

Usha's capital a/c 

(Goodwill credited to her capital account) 


m 

6,000 
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to tbe.SoMtim 


Usha's share of goodwill 

Average profits 
Super profits 

Goodwill 


2 

Rs. 18,000 X — = Rs. 6,000 
b 

Rs. (36,600 + 43,600 + 48.800)/3 = Rs. 43,000 
Average profits - Normal profits 
Rs. 43,000 - Rs. 34,000= Rs. 9,000 
Super profits x No. of years purchase 
Rs. 9,000 X 2= Rs. 18,000 


4.1.3 Revaluation of Assets and Reassessment of Liabilities 

At the time of retirement/death some of the assets may not have been shown 
at their current values. Similarly, there may be certain liabilities which have 
been shown at a value different from the obligation to be met by the firm. 
Besides this, there may be unrecorded assets and liabilities which have to be 
recorded. To ascertain net gain (loss) on revaluation of assets and/or 
reassessment of liabilities, "Revaluation account” is prepared. This gain (loss) 
is transferred to the capital account of all partners including retiring/deceased 
partner In their old profit sharing ratio. For this purpose, the following Journal 


entries are recorded : 



ft) 

For increase In assets 




Assets a/c 

Revaluation a/c 

Dr, 

(Individually! 

ftO 

For decrease in assets : 

Revaluation a/c 

Assets a/c 

Dr. 

(Individually) 

m 

For increase in liabilities 

Revaluation a/c 

Liabilities a/c 

Dr. 

(Individually) 

(iv) 

For decrease in liabUitles 

Liabilities a/c 

Revaluation a/c 

Dr. 

(individually) 

(v) 

For recording unrecorded assets 

Unrecorded assets a/c 

Revaluation a/c 

Dr. 
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(up For recording unrecorded liabilities 

Revaluation a/c Dr. 

Unrecorded liabilities a/c 

(vU) For distribution of profit on revaluation 

Revaluation a/c Dr. 

All partners' capital a/c (In old profit sharing ratio) 

OR 

for loss on revaluation 

1 All Partners' Capital a/c Dr. 

Revaluation a/c 

Note ; Entries (p , (ip, (iip and (iu) are to be recorded with the amount of increase or decrease 
in assets and liabilities only. 

All partners mean including retiring/deceased partner. 

4.1.4 Distribution of Acc umula ted Profits (losses) and Reserves 

Accumulated profits (losses) and reserves as shown In the Balance Sheet of 
the firm on the retirement/death of a partner belongs to all the partners and is 
transferred to their capital accounts in old profit sharing ratio. Similarly, at 
times, the firm might have created some specific funds 'like workmen's 
compensation fund or Investment fluctuation fund to meet certain obligations 
which may arise in future. At the time of retirement/death of a partner, this 
fund may or may not be required to meet the obligation. The excess, if any, 
that is not required is called "Surplus" and will be transferred to capital accounts 
of all the partners in their old ratio. For the purpose, the folloAvlng journal 
entries are recorded : 

(P For distributing Reserves and Accumulated Profits, etc. 

Reserves a/c Dr. 

Profit and loss a/c (Profits i.e. credit balance) Dr. 

All partners' capital a/c (Individually) 

(ip For distributing losses among aU partners In the old ratio 

All Partners, Capital a/c Dr. 

P&L a/c (accumulated losses, i.e. debit balance) 

Deferred Revenue Expenditure a/c 

(ill) Surplus of specfic funds transferred to partner's capital account 

Workman's Compensation Fund a/c Dr. 

Investment Fluctuation fund a/c Dr. 

All Partners' capital a/c 
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RlustrationS tTreatment for profit and loss) 

M, K and A are partners sharing profits in proportion of 3/6, 2/6 and 1/6. M 
decides to retire due to her marriage. On the date of her retirement, firm’s 
abstract Balance Sheet was as under. How will you treat the profit and loss 
account shown in the Balance Sheet. 


Balance Sheet. as at 


LiabiliUes 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Capitals : 

M 10,000 

K 6,000 

A 4.000 

20,000 

Cash 

Profits and Loss 

14,000 

6,000 

Total 

20,000 

Total 

KSSi 


SoliitioKi 


Books of M, K and A 
Journal 


Date 

Particulars 

LF. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


M's Capital a/c Dr. 

K's Capital a/c Dr. 

A's Capital a/c Dr. 

Profit and loss a/c 

(Loss of Rs. 6,000 divided among all partners 
in their profit sharing ratio l.e. 3:2:1) 



6,000 ’ 


niustration 9 (Revaluation of assets and reassessment of liabilities) 

Gita, Sunita and Shahnaaz are equal partners. Gita retire and the Balance 
Sheet of this firm on that date is as under : 
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Balance Sheet. as at 


Uob tittles 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 



Cash 

4,000 

Reserve 


3,000 

Debtors 

16,000 

.Workman's Compensation 


Furniture 

15,000 

Fund (WCF) 


1.500 

Plant 

20,000 

Capitals ; 



Patents 

6,000 

Gita 

10,000 




Sunlta 

15,000 




Shahnaaz 

20.000 

45,000 



1 Profit and loss 


6,000 



Total 

61,000 

Total 

61,000 


On retirement it was found that patents were valueless, furniture is to be 
brought down to Rs. 13,000 and plant Is reduced by Rs. 4,000 and there was 
no liability on account of workman's compensation fund. Record necessary 
entries at the time of retirement. 


Solution 


Books of Gita Sunita and Shahnaaz 
Journal 


Date 

Particukirs 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Reserve a/c 

Dr. 


3,000 



Worknran conpensatlon fund a/c 

Dr. 


1,500 



Profit and loss a/c 

Dr. 


6,000 



Gita's capital a/c 




3,500 


Sunita's capital a/c 




3,500 


Shahnaaz' a/c 




3,500 


(Free reserves dlshlhuted among partners) 





Revaluation a/c 

Dr. 


12.000 



Fm'nlture a/c 




2,000 


Plant a/c 




4,000 


Patents a/c 




6,000 


(Decrease in assets recorded) 






Gita's capital a/c 

Dr. 


4,000 



Sunita's capital a/c 

Dr. 


4,000 



Shahnaaz's capital a/c 

Dr. 


4,000 



Revaluation a/c 




12,000 


(Loss on revaluation recorded In the 






capital accounts of partners) 
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4.1.S Disposal of the amount due to the retiring/deceased partnes' 

The outgoing partner's account is settled as per terms of partnership deed, i.e. 
in lump sum immediately or in various installments with/without interest as 
agreed or partly cash Immediately and partly in instalments at the agreed 
intervals. 

In the absence of any agreement, section 37 of the Indian Partnership Act, 
1932 is applicable, which says that outgoing partner Is at Uberty to receive 
either interest @ 6% p.a. tiU the date of payment or the share of profits which 
has been earned with his money. 

A. Disposal of the amount due to retiring partner : 

1. Retiring partner may be paid cash in full and following entry will be 
recorded. 

Retiring partner's a/c Dr. 

Cash/Bank a/c 

2. When retiring partner iS partly paid in cash and the remaining amount 
win be treated as loan. The entry for the purpose is as under : 

Retiring pai'tner's/capltal a/c Dr. 

Cash/Bank a/c 
Loan 

3. The loan account can now be settled by recording following 
entries : 

(i) For the interest becomes due on due date : 

Interest on loan a/c Dr. 

Loan 

(a) For payment of instalment on due date 

Loan Dr. 

Cash/Bank a/c 

B. Disposal of the amount due to the deceased partner : 

(a) The amount standing to the credit of deceased partner's capital is 
transferred to his executor's account, by recording the following entry : 
Deceased partner's capital a/c Dr. 

. Deceased partner's executor's a/c 

Deceased partner's executor's account will be settled as per the 
agreement between the firm and executor's of the deceased partner. 
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[b) When hie full amount is paid in cash, following entry is recorded: 

Executor's a/c Dr. 

Cash/Bank a/c 

(c) When the settlement is made in instalments, the foUowing entries are 
made : 

(i) For interest due : 

Interest on executor's a/c Dr. 

Executor's a/c 

fit) For payment of instalment on loan account 

Executor's a/c Dr. 

Cash/Bank a/c 


Partners' Capital Accounts 

Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

_ 

Particulars 

J.F. 

Amount 

(Rs.) 


Drawings 

Interest on drawings 
Profit & Loss (Loss)' 
Revaluation (Loss)® 
Balance c/f 
(for retiring partner's 
balance) 

Executor's a/c 
(For deceased 
partner's balance) 


1 


Bal. b/f 

Remaining partner's 
Capital account 
(compensation on 
account of goodwill) 

P and L (Profits)' 
Reserve Fund 
Interests on Capital 
Joint Life Policy 
Revaluation Profits® 


* « Xc * 

* Xt X< 

« « xt Xi 

Xi Xi « x> 

X* * Xi X1 

Xr Xi « * 

4 Xi 4 Xi 


Total 


^ * 


Total 


4 4 4 4 


Format of the retiring/deceased partner's capital account. 


4.1.6. Capital Adjustment 

There is no binding on the partners to contribute in proportion to their profit 
sharing ratio. But at the time of retirement/death of a partner, the remaining 
partners may decide to keep their capital contributions in their profit sharing 
ratio. In such a situation, the sum of balances in the capitals of continuing 
partners will be worked out which will be the total capital of the new firm. To 
ascertain the new capital of the continuing partners, total capital of the firm is 
divided as per the new profit sharing ratio. The new capitals are then compared 



^ There can either be gain or toss on account of these items. 
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with the balances in the capital accounts in order to work out surplus or 
deficit In the individual capital account. Surplus or deficit to be vfithdrawn/ 
brought in cash as the case may be, the following entries will be recorded : 

(0 For surplus capital withdrawn by the partner ; 

Partners' capital a/c Dr. 

Cash/Bank a/c 

(ti) For deficit brought in by the partner: 

Cash/Bank a/c Dr. 

Partners' capital a/c 

lUustratton 10 (Capital Adjustment) 

A, B and C are partners in a firm sharing profits in the ratio of 3 : 2 : 1. B 
retires. After making all adjustments relating to revaluation, goodwill and 
accumulated profits, etc. the capital account of A showed a credit balance of 
Rs. 80,000 and that of C Rs. 40,000. It was decided to adjust the capitals of A 
and C in their profit sharing ratio. You are required to calculate the new capital 
of the partners and record necessary entry for surplus/deficit. 


Solution 

(I) Calculation of new capital of partners 




Rs. 

(1) 

Balance in As capital 

= 80,000 

(11) 

Balance in B's capital 

= 40,000 

(m) 

Total capital of the new firm (1 + 11) 

= 1.20,000 

(IV) 

3 

As new capital = 1,20,000 x — 

= 90,000 


1 

(v) C's new capital = 1,20,000 x — 


= 30,000 


(vt) Cash to be brought in by 'A' (1 - Iv) = 80,000 - 90,000 = (10,000) 

(vil) Cash to be paid to 'C (h - v) = 40,000 - 30,000 = 10,000 
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(H) Journal entries 


Books of A, B and C 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Cash a/c Dr. 

A's capital a/c 
(For cash brought by A) 


10,000 

10,000 


C's capital a/c Dr. 

Cash a/c 

(For surplus capital withdrawn by C) 


10,000 

10.000 


Sometimes the continuing partners may decide about the amount of total 
capital of the reconstituted firm. For example on the retirement of Y, the 
continuing partners X and Z decided that the capital of the new firm will be 
Rs. 1,50,000 and it will be in the new profit sharing ratio which will be 3 : 2. 
After all adjustments on the retirement of Y the balances in the capitals of X 
and Y were Rs. 85,000 and Rs. 60,000. 


Now the new capital of X = Rs. 1,50,000 ^ = 


Rs. 90,000 


The new capital of Y =Rs. 1,50,000 ^ 'g = Rs- 60,000 


Since existing capital of X is Rs. 85,000 after all adjustments and new 
capital is Rs. 90,000, he will be required to bring Rs. 5,000 (i.e. Rs.90,000 - 
Rs. 85,000). Z is not required to bring/withdraw any amount of capital since 
his old capital is equal to that of his new capital in the new firm. 

At times It may be decided that the amount payable to retiring partner wUl 
be contributed by the continuing, partners in such a way that their capitals 
become proportionate to their new profit sharing ratio. First of aU in such a 
situation the total of the balances standing to the credit of the existing partner's 
capital accpunts (after adjustment on retlrement)ls computed. To this, the 
amount payable to the retiring partner (which is to be brought by continuing 
partners) is added to arrive at the total capital of the new firm. This total 
capital is now divided in the new profit sharing ratio of the continuing partners 
to ascertain their respective share of new capital. Now the amounts to be brought 
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in or withdrawn by the paitners will be ascertained by comparing their new 
capitals with balances in their capital accounts after all adjustments. 

Ulustation 11 (Capitcd Adjustment) 

P, Q and R are partners sharing profits in ratio of 40%, 30% and 30% 
respectively. After all adjustments, on P's retirement with respect to general 
reserve, goodwill and revaluation the balances in their capital accounts stood 
at Rs. 70,000, Rs. 60,000 and Rs. 50,000. It was decided that amount payable 
to P will be brought in by Q & R in such a way so as to make thetr capitals in 
proportionate to their profit sharing ratio. Calculate the amount to be brought 
in by Q and R and record necessary journal entries for the same. Also record 
necessary entry for payment to P. 


Solution 

(I) Calculation of new capital 

Rs. 

(I) Balance In Q's capital account 60,000 

(II) Balance In R's capital account 50,000 

(ill) Amount payable to P 70,000 

(iv) Total capital of new firm (I+ 11+ 111) 1,80,000 


1 

(v) Q's new capital = 1,80,000 ^ 2 ~ 

1 

(vl) R's new capital = 1,80,000 x - = 90,000 

(vil) Amount to be brought by Q (1 + v) = 60,000-90,000 

= (30,000) 

(vUl) Amount to be brought by R (11 + vi) = 50,000 - 90,000 

= (40,000) 
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(II) Journal entries 


Books of P, Q and R 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Cash a/c Dr. 

Q's capital a/c 

R's capital a/c 

(Amount brought In by Q and R) 


70,000 



P's capital a/c Dr. 

Cash a/c 

(Amount paid to P in full settlement) 


70,000 

70,000 


; 4*2,i;Joiail Life Policy:' 


For the purpose of ensuring liquidity in the firm to settle the claim of the retiring/ 
deceased partner an assurance policy Is taken up by the partners on their lives 
collectively. The insurance company agrees to pay the sum assured (i.e., the 
amount for which the policy has been taken) to the firm on the maturily date. 
Maturity date is the date of death of any of the partners or the date on which the 
term of the policy expires, whichever is earlier. The firm in turn agrees to pay to 
the insurance company the amount of premium periodically, The amount of 
premium payable will be same in each of the years. 

Surrender Value (SV) is the amount payable by an insurance company on 
the surrender/discontinuation of joint fife policy before the date of maturity. 
However, the surrender value keeps on increasing with the successive payment 
of premium. 

4.2.1 Accounting treatment for joint life policy 

Joint Life Policy transactions by the firm can be dealt with any of the following 
ways : 

1. Treated as an expense affirm 

It implies that premium paid is treated as a business expense, it is chargeable 
to the profit and loss account, thus reducing the distributable profits of the 
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partners. Year after year, the expense on account of premium on joint life 
policy in recorded as an expense. In the event of death of a partner firm will 
realise the sum assured and bonus, If any which will be distributed among the 
partners. Consequently it obviates the need to exhibit insurEmce policy in the 
Balance Sheet. : 

Following cire the entries to record these transaction in the first and 
subsequent years : 

Year of obtaining and continuance of pohcy 
@ For payment of premium: 

Joint Ufe policy premium Dr. 

Banka/c 

a For transfer of premium paid to profit and loss account at the end of the year : 

Profit and loss a/c Dr. 

Joint Ufe poUcy premium 

On the maturity of the policy 

If the death takes place before the due date of the premium, the premium will 
not be paid hi the year of death. This would imply that entry for pajtment of 
premium would not be recorded. On maturity, the insurance policy wiU be 
surrendered to register the claim with the insurance company and sum assured 
will be collected. 

For this foUowing entries are to be recorded ; 

(i) On the death of partner, for making claim with the insurance company 

Insurance Company/Insurance claim receivable a/c Dr. 

Joint Life PoUcy 

(ii) For Claim duly received from Insurance Co. on the date of receipt 

Bank a/c Dr. 

Insurance Co./Insurance claim receivable a/c 

(Hi) Claim due will be distributed among existing partners (including outgoing) 

Joint Ufe poUcy Dr. 

All partner's capital a/c (IndMduaUy) 

2. When premium paid is treated as an asset at an amount equal to the 
surrender value of Joint life policy. 
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Here, joint life policy is shown at its surrender value in the Balance Sheet 
of that date. Following accounting entries are to be recorded in this case : 

(I) First Year : On the date when policy is taken and premium is paid. 

Joint Life Policy Dr. 

Bank a/c 

(II) At the end of fli'st year, the Joint life policy account wUl show the balance which 
Is equal to its surrender value. The difference between the premium paid and 
surrender value will be transferred to profit and loss account. 

Profit and loss a/c Dr. 

Joint Life Policy 

(Amount = surrender value tn the previous year + premium paid during the current 
year - surrender value in the current year). 

Second year and onwards, the entries (1) and (ti) shall be repeated until the last 
year. 

In the last year, i.e., the year of death, entry no. (I) wUl be recorded only if death 
takes place after the due date of premium and entiy no. (U) will not be recorded 
at aU. 

(HI) On maturity of policy or tn the event of death, entry for making the Insurance 
claim will be ; 

Insurance company a/c Dr. 

Joint Life Policy 

(Iv) On the date of receipt when Insurance company pays the Insurance claim due : 
Bank a/c Dr. 

Insirrance Company 

(v) Balance standing In Joint Life Policy account Is distributed among all partners in 
profit sharing ratio. Balance tn Joint Life Policy account = fPotal claim due - 
(Surrender value of the policy in tlie previous year + premium paid during the 
current year), 

4.2.2 Individual Life Policies 

The firm may decide to take the insurance policy separately for each of the 
partners on their lives. For such insurance policies, If premium Is paid by the 
firm, being a transaction of business, it becomes an asset of the firm. Whenever 
death of any partner occurs, policy matures, the firm make a claim to the 
insurance company and claim so received is distributed among all the partners 
in the profit sharing ratio. The heir of deceased partner will be entitled to the 
proportionate share In the policy of deceased. Further, surrender values of the 
policies of other partners will be distributed among all the partners (including 
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heir of deseased) In their profit sharing ratio. The Joint Life Policy will be 
shown in the Balance Sheet at its surrender value. 


Jllustration 12 (Joint Life Policy) 

pawan, Quber and Ramesh are partners in the ratio of 5:3:2. Pawan died on 
14th Aug. 2002. The firm had taken Insurance policies on the lives of the 
partners, premium being charged to profit and loss account every year. 


The Policy amomit and surrender value (on 14.08.2002) 


Particulars 

Policy Amount 

Rs. 

Surrender Value 

Rs. 

Life Insurance Policies : 



Pawan 

60,000 

25,000 

Quber 

90,000 

35,000 

' Ramesh 

60,000 

15,000 


Work out the amount payable to Pawan’s legal representatives regarding 
insurance policies. Record necessary journal entries. 


Solution 


Books of Pawan, Quber and Ramesh 
Journal 


Date 

Particulars 



Debit 

Credit 




■■ 

Amount 

Amount 

2002 



Hi 

(Rs.) 

(Rs.) 

Aug. 14 

hisurance Company a/c 

Life Policy 

(Claim for policy registered) 

Dr. 


60.000 

60,000 

Aug 14 

Bank a/c Dr. 

Insurance Company a/c 
(Policy amount received on Pawan's death) 


60,000 

60.000 

Aug. 14 

Life Policy 

Pawan's Capital a/c 

Quber's Capital a/c 

Ramesh's Capital a/c 
(Amount of Life policy transfen-ed to 
capital accounts) 

Dr. 


60,000 

30,000 

18,000 

12,000 

Aug. 14 

Quber's Capital a/c 

Dr. 


15,000 



Flamesh's Capital a/c 

Pawan's Capital a/c 
(Pawan's shar e credited to him in the 
gaining ratio, i.e. 3 : 2) 

Dr. 

- 1 


10,000 

25,000 
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Notes to the Solution 

1. Surrender value of policies of Quber and Ramesh = Rs. 35,000 + Rs. 15,000 = Rs. 50,000 

5 

2. Pawan's share = Rs. 50,000 ^ 25,000 ! 

nLustration 13 (Joint Life Policy) 

Jatin, Gagan and Kiran are equal partners have taken a Joint Life Policy of 
Rs. 60,000 on June 30, 1999 paying annual premium of Rs. 5000. Surrender 
values for : 1999- NIL ; 2000 - Rs. 3,000; 2001 - Rs. 6,000 ; 2002 - Rs. 10,000: 
Gagan die on July 3, 2002 ; 

Record necessaiy entries for the year 2002 

(i) If premium paid is transferred to profit and loss account every year 

(ii) If premium paid is treated as an asset. Also prepai'e Joint Life Policy 
accormt for 2002. 


Solution (i) 


Books of Jatin, Gagan and Kiran 
Journ^ ' 


Date 

Particulars 

■■1 

2002 



Jun.30 

Joint Life Policy premium 

Bank a/c 

(Premium paid on due date) 

Dr. 

Jul, 3 

Insurance company a/c 

Joint life policy 

(On death, policy claim registered 
with Insurance company) 

Dr. 

Jul, 3 

Joint Life Policy Dr. 

Jatin's capital a/c 

Gagan's capital a/c 

Kiran's capital a/c 

(Policy claim received credited to partner in 
their profit sharing ratio) 

Dec. 31 

Profit and loss a/c Dr. 

Joint Life Policy premium 
(Premium paid transferred to profit and loss 
account) 



20,000 

20,000 

20,000 


Note ; It is assumed that the claim registered with insurance company will be received in 
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(il) 


Books of Jatin, Gagan and Kiran 
Journal 


ISi 

Particulars 


LF. 

Debit 

Credit 

mm 




Amount 

Amount 

WM 




'TRs.J 

(Rs.) 

Jun.30 

Joint Life Policy 

Bank a/c 

(Premium paid on due date) 

Dr. 


6,000 

6,000 

July 3 

Insurance Company a/c 

Joint Life Policy 

(On death, policy claim registered 
with insurance company) 

Dr. 


60,000 

60,000 

July 3 

Joint Life Policy 

Dr, 


48,000 



Jatin's capital a/c 




16,000 


Gagan's capital a/c 




16,000 


Ktran's capital a/c 
(Balance in Joint life policy account 
distributed to partners, I.e. 60,000 
(6,000+6,000) in profit sharing ratio) 




16,000 


Joint Life Policy Account 

Dr. Cr. 


Date 

2003 

Particulars 

J.F. 

Anrount 

(Rs.) 

Date 

2003 

Particulars 

J.K 

__ 

Amount 

(Rs.) 

Jan. 1 
July 3 

Balance b/t 

Bank 

Jatin's capital 

Gagan's capital 

Klran's capital 

1 

6,000* 

6,000 

16,000 

16,000 

16,000 

July 3 

Insurance Co. 

1 

60,000 


Total 


60,000 


Total 


60,000 


* This amount is the balance of Joint Life policy account on the date of death . which is the 
surrender value of Joint Life Policy pf previous year to the death, i.e. year 2001. 


niustation 14 (Joint Life Policy) 

Nita and Rita are partners in a business sharing profits in the ratio of 7:3, The 
firm has taken a Joint life insurance policy on the lives of partners for a sum of 
Rs. 1,00,000 with effect from 30-06-99. The annual premium is Rs. 10,000. 
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On Jan 2, 2002, Nita died and amount of Rs. 1,20,000 (including bonus) 
was received from the Life Insurance Company. The firm has charged the 
premium to Profit and Loss Account each year on financial year basis. You are 
required to make necessary journal entries assuming that the amount was 
received on Feb. 1, 2002. 

Solution 

Books of Nita and Rita 
Journal 


Date 


Particulars 


L.F. 


Debit 

Amount 

(Rs.) 


Credit 

Amount 

(Rs.) 


1999 

Jun.30 


2000 
Mar. 31 


2000 
Jun 30 


2001 
Jun 30 


2001 
Jun. 30| 


2001 
Jan. 2 


2002 
Jan. 2 


Joint Life Policy Premium a/c 
Bank a/c 

(Payment of premium on joint life policy) 


Dr. 


Profit and Loss a/c Dr. 

Joint Life Policy Premitim a/c 
(Premium charged to Profit and Loss a/c ) 


Joint Life Policy Piemium a/c Dr. 

Banlc a/c 

(Payment of premium on joint life policy) 


Profit emd Loss a/c Dr. 

Joint Life Policy Premium a/c 
(Premiimr charged to Profit and Loss a/c ) 


Joint Life Policy Premium a/c Dr. 

Bank a/c 

(Payment of premium on joint fife policy ) 


Life Insurance Company 
Joint Life Policy a/c 
(Maturity of claim on account of joint 
life policy) 


Dr. 


Joint Life Policy a/c Dr. 

Nita's Capital a/c 
Rita's Capital a/c 

(Joint life policy a/c transferred to partners 
capital a/c ) 


10,000 


10,000 


10,000 


10,000 


10,000 


1,20,000 


1,20,000 


10,000 


10,000 


10,000 


10,000 


10,000 


1 , 20,000 


84,000 

36,000 
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^ 


2002 
Feb. 2 

Bcuik a/c Dr. 

Life Insurance Company 
(Amount received against the policy on 

Nlta's death) 


120,000 

120,000 

2002 
Mar, 31 

Profit and Loss a/c Dr. 

Joint Life Policy Premium a/c 
(Premium charged to Profit and Loss a/c ) 


10.000 

10,000 


Illustration 15 (Joint Life Policy) 

Madhu and Shyam who shared profits In the ratio of 3:2 took out a Joint Life 
Policy on May 14, 1999 for Rs. 60,000. The annual premium was Rs. 8,500. 
The surrender value of the policy was : 

11999 - NIL ; 2000 - Rs.4,500 ; 2001- Rs.8,000: and 2002 - Rs. 12,000. 

Madhu died on Nov 14, 2002 and the amount of the policy was received 
on Dec.l, 2002. The books are closed on December 31 each year. 

Give journal entries assuming that the firm treats premium paid as asset 
and maintains a Joint Life Policy Account at Its surrender value, Also prepare 
Joint Life Policy account. 


Solution 


Books of Madhu and Shyam 
Journal 


Date 

Particulars 



Debit 

Credit 




m 

Amount 

Amount 





(Rs.) 

(Rs.) 


Joint Life Policy 

Bank a/c 

(Premium paid on (olnt life policy) 

Dr. 


8,500 

8,500 

Dec.31 

Profit and Loss a/c 

Dr. 


8,500 



Joint Life Policy Premium 




8,500 


( Joint Life Policy a/c written off to bring it 
down to surrender value ) 




2000 
May 14 

Joint Life Policy 

Banlc a/c 

(Premium paid on Joint fife policy) 

Dr. 


8,500 

8,500 
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Dec,31 


2001 

Mayl4 


Dec.31 


2002 
May 14 


Nov. 14 


Dec. 1 


Dec. 31 


Profit & Loss a/c Dr. 


4,000 


Joint Life Policy 



4,000 

(Joint Life Policy A/c written off to bring it 




down to surrender value ) 




Joint Life Policy Dr. 


8,500 


Bank a/c 



8,500 

(Payment of premium paid on Joint life 




policy J 




Profit and loss Account Dr. 


5,000 


Joint Life Policy 



5,000 

(Joint life policy a/c written off to bring It 




down to suii'ender value ) 




Joint Life PoUcy a/c Dr. 


8,500 


Bank a/c 



8,500 

(Premium paid on joint life policy) 




1 Insurance Company a/c Dr. 


60,000 


Joint Life Policy 



60,000 

(Insurance claim on account of joint life 




policy on death of Madhu registered with 




Insurance company) 




Bank a/c Dr. 


60,000 


Insurance Company's a/c 



60,000 

(Receipt of amount of policy on 




Mahdu's death) 




1 Joint Life Policy a/c Dr. 


43,500 


Madhu's Capital Account 



26,100 

Shyam's Capital Account 



17,400 

(Balance In Jotat Ltfe Policy transferred to 




capital accounts of partners In the ratio of 3:2) 





Joint Life Policy Account 
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2001 
May 14 

Bal. b/f 
Bank. 


1 

4.500 

8.500 

2001 
Dec.31 
Dec.31 

Profit and loss 

Bal. c/f 

1 

5,000 

8,000 





13,000 





2002 

Janl 

Bal b/f 

Bank 

Madhu's 

capital 

Shyam's 

capital 


1 

8,000 

8,500 

43,500 

2002 
Nov. 14 

Insurance Company 

1 

60,000 

May 14 

Nov. 14 

26,100 

17.400 

1 



1 



Total 


60,000 


Total 


60,000 


Rlustration 16 (Joint Life Policy) 


Mahesh and Raj sharing profit in the ratio of 2;3, took out a Joint life policy on 
Julyl, 1999 of Rs. 80,000 for paying annual premium of Rs. 8,000. The 
surrender values were 1999-NIL ; 2000-Rs.4,200: 2001-Rs. 7,500;2002- 
Rs. 12,000. Raj died on March 18, 2002 and claim was received. Books are 
closed on calender year basis. Prepare Joint Life Policy Account, 

Solution 


Joint Life Policy Account 

Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 

1999 

Jul.l 

Bank 

I 

8,000 

1999 

Dec.31 

Profit and Loss 

■ 

8,000 

2000 

Jul. 1 

Bank 

1 

8,000 

2000 

Dec31 

Profit and loss 
Balance c/f 

1 

3,800 

4,200 



■ 

8,000 



■ 

8,000 

2001 

Jan.l 

Jul.l 

Balance b/f 

Bank 

1 

4.200 

8,000 

2001 
Dec.31 
Dec.31 

Profit and loss 
Balance c/f 

1 

4.500 

7.500 




12,200 



■ 

12,200 

2002 

Janl 

Mar. 8 

Mar. 8 

Balance b/f 

M's 29,000 

capital 

R's 43.500 

capital 

1 

7,500 

72,500 

2002 
Mar. 18 

Insurance Company 


80,000 


Total 


80,000 


Total 


80,000 
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Illustration 17 (Retirement of partner) 

Sita, Gita and Rita are partners sharing profits in the ratio of 2:2:1. Their 
Balance Sheet as at March 31. 2002 as under ; 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 

49,000 

Cash 

8,000 

Reserves 

14,500 

Debtors 

19,000 

Capital : Sita 80,000 


Stock 

42,000 

Gita 62,500 


Machinery 

85,000 

Rita 75.000 

2,17,500 

Budding 

1,22,000 

Employee's Provident Fund 

4,000 

Patents 

9,000 

Total 

2.85,000 

Total 

2,85,000 


As Gita got a very good break at MNC so she decided to retire on that date and 
it was decided that Sita and Rita would share the profit in the ratio of 5:3. Goodwill 
was valued at Rs. 70,000, machinery at Rs. 78,000, Building at Rs. 1,52,000, 
stock at Rs. 30,000 and bad debts amounting to Rs. 1,550 be written off. Record 
journal entries in the books of the firm and balance sheet of new firm. 

Solution 


Journal 


Date 

2002 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Jan.l 

Revaluation a/c Dr. 

m 

20,550 



Machinery a/c 

■ 


7,000 


Stock a/c 



12,000 


Debtors a/c 



1,550 


(Loss on revaluation of assets recorded) 

■ 




Budding a/c Dr. 

■ 

30,000 



Revaluation a/c 



30,000 


(Appreciation in value of budding) 

1 




Revaluation a/c Dr. 

■ 

9,450 



Slta’s Capital a/c 





Gita's Capital a/c 

H 




Rita's Capital a/c 



1,890 


(Profit on revaluation tiansferred to 





partners' capital accounts In the ratio of 2:2:1' 

■ 
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Reserve 

Sita's Capital a/c 

Gita's Capital a/c 

Rita's Capital a/c 
(Reserve transferred to partners) 

Dr, 

1 

14,500 

5,800 

5,800 

2,900 


Sita's Capital a/c 

Rita's Capital a/c 

Gita's Capital 

(Gita's share of goodwill given to her In 
gaining ratio) 

Dr. 

Dr. 


15,750 

12,250 

28,000 


Gita's Capital a/c 

Gita's Loan a/c 

(Amount payable to retiring partner 
transferred to his loan aecount) 

Dr. 

1 

1,00,080 

1,00,080 


Balance Sheet as at March 31, 2002 


Liabilities 

Amount 

(Rs.j 

Assets 

Amount 

Sundry Creditors 


49,000 

Cash 

8,000 

Capitals 



Debtors 

17,450 

Sita 

73,830 


Stock 

30,000 

Rita 

67.540 

1,41,370 

Machinery 

78,000 

Gita's Loan 


1,00,080 

Building 

1,52,000 

Employee's Provident Ftind 

4,000 

i 

Patents 

9,000 

Total 

2,94,450 

Total 



Notes to the Solution 

Calculation of gaining ratio : 

5 2 9 



Therefore, gaining ratio of Sita and Rita will be 9 ; 7. 
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Revaluation Account 

Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

_ 

Particulars 

J.F. 

Amount 

fFs.J 


Machinery 

Stock 

Debtors 

Profit: 

Sita 3,780 

Gita 3,780 

Rita f .890 


7,000 

12,000 

1,550 

9,450 

1 

Building 


30,000 


Total 


30,000 


Total 




Partner's Capital Accounts 

Dr. Cr, 


Date 

Particulars 

I 

Sita 

Rs. 

Gtta 

Rs. 

Rita 

Rs. 

Date 

Particulars 

J, 

F. 

Sita 

Rs. 

Gtta 

Rs. 

Rita 

RS. 

■ 

Gita's Capital 

1 

15,750 


12,250 


Balance b/f 


80,000 

62,500 

75,000 


Gita's Loan 

■ 


1,00,080 



Revaluation 


3,780 

3,780 

1,890 


Balance cji 

■ 

73,830 


67,540 


Reserve 


5,800 

5,800 

2,900 



1 





Sita's Capital 



15,750 


HH 







Rita's Capita] 



12,250 



Total 


89,580 

1,00,080 

79,790 


Total 


89,680 

1,00,080 

79,790 


Rlustration 18 (Retirement of partner) 

K, L and M were carrying on partnership business sharing profits in the ratio 
of 5:3;2 respectively. On March 31, 2002, the Balance Sheet of the firm stood 
as follows : 


Balance Sheet as at March 31, 2002 


Liabilities 

1 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 


35,000 

Bank 


22,000 

Capitals : 



Debtors 

14,000 


K 

38,000 


Less Provision 

2,000 


L 

35,000 


Stock 


■SI 

M 

30,000 

1,03,000 

Building 


73,000 




Profit and Loss Account 

3,600 

Total 

1,38,000 

Total 

1,38,000 




















































RETIREMENT AND DEATH OF A PARTNER 



L retired due to his transfer on the above date on the following terms : 

(i) Buildings to be depreciated by Rs. 23,000. 

(tl) New ratio of K and M will be 2:1. 

(iii) Provision for doubtful debts to be made 20% on Debtors. 

(iv) Salary outstanding Rs. 4,650 is to be recorded, and creditors of 
Rs. 6,000 wUl not be claimed. 

(v) Goodwill of the firm is valued at Rs. 72,000. 

(vi) L will be paid Rs. 12,000 through bank and balance in L's capital 
account is to be transferred to his loan account. 

Prepare Revaluation Account, Partners' Capital Accounts and the Balance 
Sheet after L's retirement. 

Solution 

Revaluation Account 


Dr. Cr. 


Daie 

Particulars 

J.F, 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 


Building 

■ 

23,000 

■ 

Creditors 

m 

6,000 


Provision for 

■ 

800 


Loss: 




Doubtful Debts 

■ 



K 11,225 

■ 



Salary 

■ 

4,650 


L 6,735 

■ 



outstanding 

■ 


■ 

M 4.490 

H 

22,450 


Total 


28,450 


Total 




Partner's Capital Account 

Dr. Cr. 


Date 

2003 

Particulars 

J.F. 

K 

Rs. 

L 

Rs. 

M 

Rs. 

1 Date 

L_ 

Particulars 

J.F. 

K 

Rs. 

L 

Rs. 

M 

Rs. 


Revaluation 

■ 

11,225 

6,735 

4,490 

■ 

Balance b/f 

■ 

38,000 

n 

30,000 


P and L 


1,800 

1,080 

720 


K's Capital 

■ 


IB 



L's Capital 


12,000 

- 

9,600 


M's Capital 

■ 


mm 



L's Loan 

■ 

- 

36,785 

- 





nn 



Bank 

■ 

- 

12,000 

- 



■ 





Balance c/f 

■ 

12,975 

- 

15.190 



■ 


■1 



Total 

□ 

38,000 

56,600 

30,000 


Total 

□ 

36,000 

56,600 

30,000 










































ACCOUOTANCY 



Balance Sheet cf K and M 
(After Retirement) 


Liabilities 

Amount 

(Rs.) 

Assets 

, 

_ 

Amount 

(Rs.) 

Creditors 



Debtors 

14,000 


Salary Outstanding 


Less; Provision 

2.800 


Capital: 



Stock 



K 

12,975 


Budding 



M 

1.5.190 

28,165 

Bank 


10,000 

L's Loan 


36,785 




Total 


Total 



Notes to the Solution 

(a] Gaining Ratio = New share - old share 

2 A A 

3 ■ 10 ■ 30 

12 4 ' 

" F ■ 10 “ 30 

3 

L's share of goodwill (Rs.) = 72,000 x Tj; = 21,600 


(b) 

R ank Account 


Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 

m 

Balance b/f 

■ 

22,000 

m 

L's Capital 

Balance c/f 

■ 

■ 


Total 




Total 


22,000 


nhistratlon 19 (Retirement of the pcuiner) 

M, N and 0 are partners sharing profits in the ratio of 3:2:1. N retired from the 
firm due to his illness. On that date the Balance Sheet of the firm was as follows : 

























RETIREMENT AND DEATH OF A PARTNER 




Balance Sheet of K, M and O as at Mairch 31, 2002 


LiahUities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Workmen's Compensation 
Fund 

Sundry Creditors 

Bills Payable 

Outstanding salary 

Provision for legal damages 
Capital: 

M 46.000 

N 30,000 

O 20.000 

12.000 

15.000 

12,000 

2.200 

6,000 

96,000 

Bank 

Debtors 6,000 

Less: Provision for 400 

doubtful debts 

Stock 

Furniture 

Premises 

7.600 

5.600 

9,000 

41,000 

80,000 

Total 

1,43,200 

Total 

rnmm 


The following is additional Information ; 

(i) Premises have appreciated by 20%. Stock depreciated by 10% and 
Provision for doubtful debts was to be made 5% on debtors. Provision 
for legal damages is to be made at Rs. 7,200 and furniture to be 
brought upto Rs. 45,000. 

(ii) Goodwin of the firm to be valued at Rs. 42,000. 

(lb) Rs. 26,000 from N's capited account to be transferred to his loan 
account and balance to be paid through bank, and loan be obtained 
from bank for the purpose. 

(iv) New profit sharing ratio of M and O is decided to be 5:1, Give the 
necessary ledger accormts and the Balance Sheet of the firm after N's 
retirement. 


Solution 


Revaluation Account 





























ACCOUNTANCY 



Partner's Capital Account 


Dr. Cr. 


Date 

Particulars 

J.F. 

I 

M 

Rs. 

N 

Rs. 

0 

Rs. 

Date 

Parlicukus 

J.E 

M 

Rs. 

N 

Rs. 

0 

Rs. 

m 

lis Capital 

■ 

14,000 

- 

- 


Balance b/f 

■ 





N's Loan 

■ 

- 

26,000' 

-- 


Revaluation 


Batiiiil 


3,000 


Bank 

■ 

- 

29,000 

- 


M's Capital 


‘ 

lenlSi 

- 


Balance c/f 

■ 

47,000 

- 

25,000 


Workmen's 

■ 

6,000 

4,000 

2,000 

■ 


1 




■ 

Comp. Fund 

1 





Total 


61,000 

54.000 

25,000 

-1 

Total 


61.000 

54,000 

26,000 


Notes for the Solution 

1, Gaining Ratio : 

5 3 2 



It Is to be noted that only M has acquired the share. 

N's share of goodwill of Rs. 14,000 (42,000 x 2/6) Is to be borne by M only, 0 Is 
not gaining anytlilng. 


Bank Account 

Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 

U 

Balance b/f 

Bank Loan 

■ 

7,600 

28,000 

m 

N's Capital 

Balance c/f 

■ 

28,000 

7,600 


Total 


35,600 


Total 


35,600 


Note : Workmen's' Compensation Fund is surplus on retirement as there is no liabilities 
against this, hence distributed. 









































retirement and death of a partner 



Balance Sheet as at March 31, 2002 
tAfter N's retirement) 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 

15,000 

Bank 


7,600 

Ellis Payable 

12,000 

Debtors 

6,000 


Outstanding Salary 

2,200 

Less : Provision for 



Provision for legal damages 

7,200 

doubtful debts 

300 

5,700 

N's loan 

26,000 

Stock 


8,100 

Bank Loan 

28,000 

Furniture 


45,000 

Capital Account : 


Premises 


96,000 

M 47,000 





0 25.000 

72,000 




Total 

1,62,400 

Total 

1,62,400 


Rlustration 20 (Retirement of partner) 

L, M and N were partners shailng profits as 50% , 30% and 20% respectively, 
On March 31, 1998, their Balance Sheet stood as follows : 


Balance of L, M and N as at March 31, 1998 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 


21.000 

Premises 


62,000 

Profit and Loss A/c 

15.000 

Motor Vans 


20,000 

Investment Fluctuation 

10,000 

Investment 


19,000 

Fund (IIF) 



Plant 


12,000 

General Reserve 


25,000 

Stock 


15,000 

Capitals ; 



Debtors 

40,000 


L 

50,000 


Less ; provision 

3.000 

37,000 

M 

40,000 


Cash 


16,000 

N 

20,000 

1,10,000 




Total 

1,81,000 

Total 

1,81,000 


On this date M retires and L and N agreed to continue on the following 
terms ; 

1. Firm's goodwill was valued at Rs. 51,000 and it was decided to adjust 
M's goodwill into capital accounts of continuing partners. 

2. There is a claim for workmen's compensation to the extent of 
Rs. 4,000. Investments are brought down to Rs. 15,000. 






















ACCOUNTANCY 


3. Provision for bad debts is to be reduced by Rs. 1.000. 

4. M will be paid Rs. 8,200 in cash and balance wiU be transferred to his 
Loan Account which wiU be paid in 3 equal instalments together with 
interest @ 10% p.a. 

5. L's and N's capital will be adjusted in their new profit sharing ratio i.e. 
3 ; 2 through cash accounts, prepare Capital Accounts and Balance 
Sheet. Also prepare M's Loan Account. 

Solution 


Fartnei's Capital Accou&t 

Dr. Cr. 


Date 

ParticLiIcu'S 

J.F. 

L 

Rs. 

M 

Rs. 

M 

Rs. 

Date 

Particulars 

i 

L 

Rs. 

M 

Rs. 

W 

Rs. 

H' 

Revaluation 

m 

l.SOO 

900 

600 

n 

Balance b/f 

■ 

50,000 

40,000 

20.000 


M's capital 

■ 

5.100 

- 

10.200 


Profit anti Loss 

■ 

7,500 

4,500 

3,000 


Cash 

■ 

- 

8,200 

— 


General Reserve 

■ 

12,500 

7,500 

5,000 


M's Loan 

■ 

- 

60,000 

- 


L's Capital 

■ 


5,100 

- 


Cash 


15,520 

- 

~ 


N's Capital 

■ 

- 

10,200 

- 


Balance c/f 

■ 

50,880 

- 

33,920 


Worltmen Com- 

■ 

- 

- 

- 



■ 





penseHon Fund 

■ 

3,000 

1,800 

1,200 



■ 




IH 

Cash 

■ 



15,520 


Total 

' 

73,000 

eg.ioo 

■ 

44,720 

- 1 

Total 

z 

73,000 

69,100 

44,720 


Balance Sheet of L and N as at March 31, 1998 


Liabilities 

Amount 

(Rs.) 

Assets 

___ 

Amount 

fits.) 

Creditor 


21,000 

Business Premises 


62,000 

liability for Workmen's 

4,000 

Motor Vans 


20,000 

Compansetlon 



Investments 


15,000 

M's Loan 


60.000 

Plant 


12,000 

Capitals ; 



Stock 


15,000 

L 

50,880 


Debtors 

40,000 


N 

33.920 

84,800 

Less : Provision 

2000 

38,000 




for bad debts 






Cash 

' 

7,800 

Total 


Total . 

1,69,800 








































retirement and death of a partner 
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M's Loan Accoimt 


Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

Date 

Particulars 

J.F. 

Amount 




(Rs.) 




(Rs.) 

1999 


m 


1999 


m 


Dec.31 

Cash 

(20,000+6.000) 

1 

26,000 

Jan.l 

M's Capital 

1 

60,000 

Dec.l 

Balanced c/f 

■ 

40,000 

Dec.31 

Interest 

■ 

6,000 



■ 

66,000 

2000 


■ 


2000 





■ 


Dec. 31 

Cash 

1 

24000 

Jan.l 

Balance b/f 

■ 

40,000 


(20,000+4,000) 

■ 


Dec.31 

Interest 

■ 

4,000 

Dec.31 

Balance c/f 

■ 

20,000 



■ 


2001 


■ 

44,000 

2001 


■ 








Dec.31 

Cash A/c 

1 

22,000 

Jan.l 

Balance b/f 

1 

20,000 


(20,000 +2,000) 

■ 


Dec.31 

Interest 

■ 

2,000 


Total 


22,000 


Total 

r 

22,000 


Notes to the Solution 


Journal entry : 



Investment Fluctuating Fund a/c Dr. 

■ 

Rs. 4,000 



Investment a/c 

■ 


Rs. 4,000 


(Decrease in Investment has to be met out of 
Investment Fluctuating Fund) 

1 




(a] Calculation of Gaining Ratio ; 


^ A J_ 

5 ■ 10 " 10 

2_ J_ _2_ 

^"5 " 10 " 10 

Hence gaining ratio =1:2 
(b) Adjustment of L's and N's Capital: 

Total capital of the firm after retirement of 
M = 66,400 + 18,400 = 84,800 

























ACCOUNTANCY 





Capital in new profit sharing ratio : 
3 

L= 84,800 X -r =Rs. 50,880 

b 


2 

N = 84,800 X -g- = Rs, 33,920 


Revaluation Account 


Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 


Liability for 

Workmen 

Compensation 


4,000 

1 

Provision for bad 
debts 

Loss : 

L 1,500 

M 900 

N 60Q 

1 

1,000 

3,000 


Total 


4,000 


Total 


WEB 


Cash Account 

Dr. Ci. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 


Balance b/f 

m 

■HI 

jm 

M's Capital 

■ 

8,200 


N's Capital 

■ 



L's Capital 

■ 

15,520 

■ 


■ 

mu 

I 

Balance c/f 

■ 

7,800 


Total 


31,520 


Total 


31,520 


Retiring partner is to be paid through cash brought in by continuing 
partners in such a way so as to make their capitals proportionate to their new 
profit sharing ratio. 


Rlustration 21 (Retirement‘of Partner) 

Fish, Goat and Hen are partners sharing profits In the ratio of 5:3:2 respectively. 
Balance Sheet on March 31, 2003 was as follows : 

































RETIREMENT AND DEATH OF A PARTNER 



Balance of Fish, Goat and Hen as at March 31, 2003 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundiy Q'edltors 


22,000 

Fixed Assets 

1,00,000 

BUls Payable 


8,000 

Stock 

45.000 

Profit and Loss 


15,000 

Debtors 

45,000 

Capital Accounts 



Cash 

10,000 

Fish 

65,000 




Goat 

50,000 




Hen 

40.000 

1,55,000 



Total 

2,00,000 

Total 



Fish retires on Dec 31, 2002 and for this purpose — 


Goodwill was valued at 

Rs. 

25,000 

Fixed Assets were valued at 

Rs. 

1,25,000 

Stock was considered worth 

Rs. 

40,000 


Fish is to be paid tn cash brought tn by Goat and Hen In such a way so as 
to make thetr capitals proportionate to their new profit sharing ratio, which is 
3; 2 respectively. Minimum Cash Balance is to be maintained at Rs. 7,000, 
Prepare Capital Accounts and the Balance Sheet of Goat eind Hen. 


Solution 


Partner's Capital Account 

Dr. Cr. 


Date 

ParHcukirs 

J.F. 

Fish 

R5. 

Goat 

Rs. 

Hea 

Rs. 

Date 

Portfciiiars 

- 

Fish 

Rs. 

Goat 

Bs. 


1 

Cash 

Pish 

Balance c/f 


90,000 

4,500 

1,12,200 

3,000 

74,800 

1 

Balance b/f 
Revaluation 
Reserve 

Goat 

Hen 

Cash 


65,000 

10,000 

7.500 

4.500 
3,000 

m 

40,000 

4,000 

3,000 

30,800 


Total 


90,000 

1,16,700 

77,800 


Total 


90,000 

1.16,700 

77,800 


Balance Sheet as at December 31,2002 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Goat's Capital 

1,12,200 

Fixed Assets 

1,25,000 

Hen's Capital 

74,800 

Stock 

40,000 

Sundry Creditors 

22,000 

Debtors 

45,000 

Bills Payable 

8,000 

Bank 

7,000 

Total 

2,17,000 

Total 

2,17,000 















































ACCOUNTANCY 



Notes to the Solution 

A) Gaining Ratio ; 

Goat's gain 

2 2 2 
Hen's gain = F " = 13 

B) Calculation of total capital of the firm after Fish's retirement: 

(a) Balance of Capital of the firm after Fish's retirement 

(1) Goat's Capital = Rs. 56,000 

(U) Hen's Capital = Rs. 44,000 

Combined Capital = Rs. 1,00,000 

(b) Shortage of cash to be brought In by Goat and Hen In order to malce payment 

of Fish Rs. 90,000-Ra.3,000 = Rs. 87,000 

Total Capital of New Firm (a+b) = Rs. 1,87,000 
(2) Calculation of actual cash to he paid off or brought in by Goat and Hen 

Hen Goat 

(a) New Capital 

(Rs. 1,87,000 In the ratio of 3 : 2 ) Rs. 1,12,200 Rs. 74,800 

(b) Existing Capital Rs. 56,000 Rs. 44,000 

(c) Cash to be brought in (a-b) Rs. 56,200 Rs, 30,800 


^ -1 - A 

5 “ 10 “10 


Revaluation Account 

















retirement and death of a partner 



Cash Acconmt 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

' J.F." 

Amount 

(Rs.) 

1 

Balance b/f 

Goat's Capital 

Hen's 

1 

10,000 

56,200 

30,800 

■ 

Fish's Capital 
Balance c/f 

1 



Total 


97,000 


Total 




Illustration 22 (Retirement 6J partner) 

A, B and C are tn partnership sharing profits in the ratio of 5 : 3 : 2 .The Balance 
Sheet of the firm as on April 1, 2002 was as follows : 


Balance Sheet of A, B and C as at April 1, 2002 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Capital Accounts : 

A 40,000 

B 61,000 

C 24,000 

Reserve 

Sundry Creditors 

Profit and Loss a/c 

Bfils Payable 

1,25,000 

30,000 

50,000 

28,000 

5,000 

Bills Receivable 

Machinery 

Furniture 

Sundry Debtors 70,000 

Less ; Provision for 3.000 
Doubtful debts 

Stock 

Cash at Bank 

15,000 

82,000 

4,000 

67,000 

20,000 

50,000 


2,38,000 




On April 1. 2002, B retire due to his foreign assignment and A and C 
continued In partnership, sharing profits and losses in the ratio of 3 : 2 . It was 
agreed that following adjustments were to he made on the retirement of B : 

(a) The machinery was to be revalued at Rs. 85,000 

(b) The stock was to be reduced by Rs. 1,000. 

(c) The furniture was to be reduced to Rs. 1,600. 

(d) The provision for doubtful debts would be 6%. 

(e) A provision of Rs. 800 was to be made of outstanding expenses. 

(f) A liability on account of damages of Rs. 7,000 Included in creditors is 
settled at Rs. 12,000. 

























ACCOUNTANCY 



The partnership agreement provides that In case of retirement of a partner 
goodwill was to he valued at three year's purchase of average profits, which 
are 10,000. 

B was paid off in full. A and C were to deposit such an amount In bank so 
as to make their capital in proportionate to the new profit sharing ratio, subject 
to the condition that a bank balance of Rs. 40,000 was to be maintained as 
working capital. 

Record the necessary journal entries to give effect to the above 
arrangements and prepare the partner's capital accounts as on April 1, 2002 
and also the Balance Sheet after retirement, 

Solution 


Journal 


Date 

2002 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

April 1 

Machinery a/c 

Dr. 


3,000 



Revaluation a/c 




3,000 


(Appreciation In the value of machinery ) 





Revaluation a/c 

Dr. 


10,400 



Stock a/c 




1,000 


Fui'niture a/c 




2,400 


Debtors a/c 




1,200 


Provision for 






Outstanding expenses a/c 




800 


Provision for damages a/c 




5,000 


(Reduction in the value of assets and 






provision made ) 





IT 

A's Capital a/c 

Dr. 


3,700 



B's Capital a/c 

Dr. 


2.220 



C’s Capital a/c 

Dr. 


1,480 



Revaluation a/c 




7,400 


(Loss on revaluation ) 





" 

Reserve a/c 

Dr. 


30,000 



A's Capital a/c 




15,000 


B's Capital a/c 




9,000 


C's Capital a/c 




6,000 


(Distribution of reserve among partners ) 





A's a/c 

Dr. 


3,000 



C's a/c 

Dr. 


6,000 



B's a/c 




9,000 


(Adjustment of goodwill made In gaining 





ratio 1:2) 




















RETIREMENT AND DEATH OF A PARTNER 


U_J 



Bank a/c Dr, 

A's Capital a/c 

C's Capital a/c 

(Amount brought by continuing partners to 
pay to the retiring partners ) 

1 

75,180 

B 


B's Capital a/c Dr. 

Bank a/c 

(Payment made to retiring partner ) 

I 

85,180 

85.180 


Partner's Capital Account 


Dr. Cr. 


Date 

2002 

Particulars 

i 

A 

Rs. 

B 

Rs. 

C 

Rs. 

Date 

2002 

Particulars 

1 

A 

Rs. 

B 

Rs, 

C 

Rs. 

April 

B's Capital 

1 

3,000 


6,000 

April 

Balance b/f 

1 

40,000 

61,000 

24,000 


Revaluation 

■ 

3,700 

2,220 

1,480 


Profit and Inss 

■ 

14,000 


5,600 


Hank 

■ 

- 

85,180 



Reserve 

■ 

15,000 


6,000 


Balance c/f 

■ 

99,360 


66,240 


A 

■ 


3,000 




1 





C 

1 


6.000 




■ 





Bank 

1 

37,060 


38,120 


Total 



87,400 

7.3,720 


Total 


1,06,060 

87,400 

73,720 


Revaluation Account 


Dr. Ci. 



Particulcirs 

J.F. 

Amount 

(Rs.) 

Date 

2002 

Particulars 

J.F. 

Amount 

(Rs.) 

April 

Stock 

■ 

1,000 

April 

Machlneiy 

■ 

3,000 


Furniture 

■ 

2,400 






Provision 

■ 

1,200 



H 



Doubtful debts 

■ 



Loss distributed ; 

■ 



Provision for 

■ 



A 3,700 

■ 



Damages 

■ 

5,000 


B 2,220 

■ 



Provision for 

■ 



C 1,480 


7,400 


outstanding 

■ 




■ 



expenses 

■ 

800 



■ 



Total 

imm 

10,400 


Total 


BH 
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Balance Sheet of New Firm as at December 31, 2002 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Capital ; 

A 99,360 

C 66.240 

Provision for Outstanding 
Expenses 

Provision for damages 

Sundry Creditors 

Bills Payable 

1,65,600 

800 

5,000 

50,000 

5,000 

Bills Receivable 

Machinery 

Furniture 

Sundry Debtors 70,000 

Less : Provision 4,200 

5 -ock 

Cash at Bank 

15,000 

85,000 

1,600 

65,800 

19,000 

40,000 

Total 

2,26,400 

Total 

2,26,400 


Bank Account 


Dr Cr. 


Date 

2002 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2002 

Paiiiculars 

J.F. 

Amount 

(Rs.) 

April 1 

Balance b/f 

A's Capital 

B's Capital 

■ 

50,000 

37,060 

38,120 

April 1 

B's Capital 
Balance c/f 

1 

85,180 

40,000 


Total 


1,2S,180 


Total 


1,25,180 


Notes to the Solution 

1. Goodwill = Rs. 10,000 x 3 

= Rs. 30,000 

3 

2. B's Share = Rs. 30,000 ^ = Rs- 9,000 

3 5 1 

3. Gaining Ratio : ~ ^ ~ 10 ~ 10 

_ 2, A _ A 

5 “ 10 “ 10 

Cash be deposited into bank = B's Capital + Working capital required - Cash at 
Bank by A and C 

= Rs.85.l H0 + Rs. 40,000 - Rs. 50,000 = Rs. 75,180 
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4. Total Capital of new firm = A's existing capital + C's existing capital 

+ Cash to be brought in by them. 

= (69,000 - 6,700) + (35,600 - 7,480) + (85,180 - 10,000) 

= 62,300 + 28,120 + 75,180 = 1,65,600 

A C 

5. Proportionate Capital Rs.1,65,600 x 3/5 Rs. 1,65,600 x 2/5 

= Rs. 99,360 = Rs. 66,240 


^ 4.3 Death csf a Partner 

Accounting treatment in the event of death of the partner is on the same lines 
as that of the retirement of a partner except tliat: 

1. In case of death of a partner, his heirs or executors are entitled to all 
rights/amounts due on his death, which he would have been entitled to. 

2. Since death may occur on any day, the heirs/executors would be entitled 
In the share of profit or loss. Interest on capital and drawings, if any, from 
the date of last balance sheet to the date of death. Therefore, the executors 
of the deceased partner will be entitled to interest on capital, profits or 
losses in the year of death from the date of last balance sheet to the date 
of death and liable to adjust for drawings and interest on drawings from 
the amount due. 

3. If there is a joint life policy, it will mature at the sum assured, The heirs 
would be entitled to share in joint life policy. 

The problem of calculation of profits will arise onl> .n case the partner dies 
on the date otlier than balance sheet date. In that situation, the deceased 
paitner's share of profit may be calculated on any of the following basis : 

(i) A fresh trial balance and profit and loss account is to be prepared. 

(ii) On the basis of immediately preceding year's profits. In this case it is 
assumed that profits will accrue uniformly over the year. 

Deceased partner's share of profit in the year of death shall be : 

Preceding year's profit x number of days intervening last balance 
sheet and date of death x proportion of profits of deceased partner 

365 
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(iii) Yet sales could another be basis for calculating the share of profit to 
be given to the deceased partner from the date of last balance sheet to 
the date of death, This method can be used only in case where the 
rate of profit is agreed upon between the executors of deceased partner 
and the other partners. 

"Deceased partner's share of profit in the year of death shall be = Sales for the 
intervening period x proportion of profit of the deceased partner x Rate of Profit." 

It is to be noted that in case of death of a partner, the balance in deceasec 
partner's capital account will be transferred to his executor's account and 
then the payment can be settled as agreed. The entry for transfer to executor's 
account Is as under : 

Deceased Partner's Capital a/c Dr. 

Deceased's Executor's a/c 

rilustratton 23 (Death of Partner) 

A, B and C are partners sharing in the ratio of 5:3:2, B dies on dime 30, 2002 
i.e. three months after closing of the books Profits for three years : 

2000 : Rs. 25,000 

2001 : Rs. 20,000 

2002 : Rs. 15,000 

Find out B's share of profit on the date of death if as per terms of the 
agreement he was entitled to profit (i) on the basis of immediately preceding 
year's profits to the date of death (11) on the basis of average profit of the preceding 
three years to the date of death. 

Solution 

3 3 

(I) B's Share of Profit = 15,000 x ^ Yi 

(25.000+20.000+15,000) 3 3 

(II) B's share of Profits = ^ ^ ^ n n ^ i o 


= Rs. 1,500 
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Illustration 24 (Death of Partner) 

X, Y and Z are partners sharing profit in the ratio of 2:2:1. X dies on July 1, 
2002 whereas books of accounts are closed on March 31 every year. Sales for 
the year 2001 amounts to Rs. 4,00,000 and that from April 1 to June 30, 2002 
to Rs. 1,50,000. The profit for the year 2001 were calculated as Rs. 40,000 
calculate X's share of profits in the firm for 2002 on the basis of sales, 


Solution 


Profit Rs. 40,000 

Rate of Profit = ^ x 100 = rs.4,00,000 ^ 

10 

Profit of the firm for three months = Rs. 1,50,000 x = Rs. 15,000 
(l.e., April 1 to June 30) 

2 

Xs Share of profit = Rs, 15,000 x -g-= Rs. 6.000. 

Rlustration 25 (Death of partner) 

Following is the Balance Sheet of the Pon, Ron and Bon as on March 31, 2003. 
They shared profits In the ratio of their capital. 


Balance Sheet as at March 31, 2003 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 


4,600 

Land & Bldg. 

23,400 

Reserve 


5,400 

Plant & Machinery 

13,000 

Capital Accounts 



Stock 

4,700 

Pon 

24,000 


Sundry Debtors 

6.500 

Kon 

12,000 


Cash at Bank 

5,600 

Bon 

8,000 

44,000 

Cash in Hand 

800 


S4,000 




Pon died on June 30, 2003. Under the terms of partnership the executors 
of a deceased partner were entitled to : 

(a) Amount standing to the credit of the Partner's Capital Account. 

(b) Interest on Capital at 12% per annum. 
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(c) Share of goodwill on the basis of four year's purchase of three year's 
average profits. 

(d) Share of Profit from the closing of the last financial year to the date of 
death on the basis of the last year's profit. Profit for the years 2001, 
2002 and 2003 were respectively Rs, 8,000, Rs. 12,000 and Rs. 7,000. 

Record the necessary journal entries and draw up Pon's account to be 
rendered to his executors and his executor's account, presuming that they are 
paid by raising bank loan. 

■ Solution 


Jouina.1 


Date 

Particulars 


L.F. 

Debit 

Credit 





Amount 

Amount 

2003 




(Rs.) 

(Rs.) 

June 30 

Reserve a/c 

Dr. 


2.400 



Pon's Capital a/c 




2,400 


(The share of Reserve Fund credited to him) 




II II 

Interest a/c 

Pon's Capital a/c 

(Interest @ 12% credited to him for 3 
montlis) 

Dr. 


720 

720 

II II 

Ron's capital a/c 

Dr. 


9,600 



Ban's a/c 

Dr. 


6,400 



Pon's Capital a/c 




16,000 


(Pon's shai'e of goodwill transferred to his 





capital a/c) 






Profit and Loss a/c 

Pon's Capital a/c 

(Transfer of Pon's share of profit to his 
capital a/c) 

Dr. 


in.13 

777.78 

H 

Pon's Capital a/c 

Dr. 


43,897,78 



Pon's Executors a/c 




43,897.78 


(Pon's Capital a/c transferred to his 
executor's a/c) 
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Pon's Executor’s Account 

Dr. Cx. 


Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2003 

Particulars 

J.F. 

Aniount 

(Rs.) 

June 30 

Cash 


43.897.78 

June 30 

Pon's Capital 


43,897.78 


Total 


43,897.78 


Total 


43,897.78 


Pon's Capital Account 

Dr. Cr. 


Date 

2003 

Particulars 

J. 

F. 

Amount 

(Rs.) 

Date 

2003 

Particulars 

J. 

F 

_ 

Amount 

(Rs.) 

June 30 

Pon's Executor's 


43,798.78 

June 30 

Balance b/f 
Reserve 

Interest on 
capital 

Ron's capital 
Bon's capital 
Profit and loss 


24,000.00 

2.400.00 

720.00 

9,600.00 

6,400.00 

777.78 


Total 


43,897.78 


Total 


43,897.78 


Notes to the Solution 


12 3 


(1) 

Interest on Capital 

= Rs, 24,000 X 

X 

12 

Rs. 720 

(2) 

Share of Profit for 3 months 

3 

= Rs. 7,000 X — X 

Xai 

4 

9 

= Rs. 

777.73 

(3) 

Goodwill : 

Profit of 1999 

= 

Rs. 

8,000 



Profit of 2000 


Rs. 

12,000 



Profit of 2001 

= 

Rs. 

7,qoo 



Total Profit 


Rs. 

27,000 


Rs. 27,000 

Average Profit = 

= Rs. 9,000 





Hence Goodwill = 9,000 x 4 = Rs. 36,000 


4 

Pon's Share of Goodwill = 36,000 x — = Rs. 16,000 

y 

Poll's share of Goodwill will be adjusted Into the capital a/c's of Kon and Bon in 
the gaining ratio of 3:2. 
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M, N and C are In partnership, sharing profit in the proportion of two-third, 
one-sixth and one-sixth respectively. To clear the dues of deceased's partner 
an assurance was effected on their lives jointly for Rs. 10,000 without profit, 
at an annual premium of Rs. 650 to provide liquidity to the firm. 

C died on June 30, 2002, three months after the annual accounts had been 
prepared. In accordance with the partnership agreement, his share of the profits 
to the date of death was estimated on the basis of the profits for the preceding 
year. The agreement also provided for interest on capital at 10% per annum and 
also for goodwill, which was to be brought into account at two years' purchase 
of the average profits for the last three years, prior to charging the above- 
mentioned Insurance premiums, but after charging interest on capital. 

C capital on March 31, 2002, stood at Rs. 10,000 and drawings from 
then to the date of death amounted to Rs. 2,000. The net profits of the business 
for the three preceding years amounted Rs. 3,350, Rs. 4,150 and Rs. 4,050, 
respectively, after charging interest on capital and insurance premiums. The 
premiums paid on policy are written off to Profit and Loss Account. You are 
Instructed to prepare C's capital accoimt as at the date of death and also 
prepare C's Executor's account. 

Solution 

C's Capital Accoimt 


Dr. Cr. 


Date 

2002 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2002 

Particulars 

J.F. 

Amount 

(Rs.) 

June 

Drawings 

■ 

2,000.00 

Mar. 

Balance b/f 

m 

10,000.00 

30 

C's Executors 

■ 

11,585.42 

31 

Interest on capital 

■ 

250.00 



■ 


June 

M's Capiteil 

■ 

1,200.00 



■ 



N's Capital 

■ 

300.00 



■ 



Joint Life Policy 

■ 

1,666.67 



■ 



P and L 

■ 

168.75 


Total 


13,585.42 


Total 


13,585.42 


C's Executor's Accoimt 

Dr. Cr. 


Date 

2002 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2002 

Particulars 

J.F 

Amount 

(Rs.) 

Mar31 

Balance c/f 


11,585.42 

Mar 31 

C's Capital 


11,585.42 


Total 


11,585.42 


Total 
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Notes to the Solution 

10 3 

(1) Interest on Capital = 10,000 x x = Rs. 250 
(il) Goodwill = Average Profit x 2 

Average Profit = (3,350 + 650) + (4,150 + 650) + (4,050 + 650)/3 
= 13,500/3 = 4,500 
Goodwill = 4500 X 2= Rs. 9,000 
1 

C's Share = 9,000 x = 1,500 (adjusted to M and N's capital accounts In 
the gaining ratio of 4; 1 

1 

(lil) Joint Life Policy = 1,000 = R®- 1.666,67 

(Iv) Share In Profit for three months of current year : 

Last year's Profit after charging Insurance premium = 4,050 

3 1 

Share In Profit = 4,050 x rr— x — = 168.75 

12 6 

Terms Introduced in the chapter 

« Retirement of a Partner 

e Death of a peutner 

® Gaining ratio 

« Joint Life Policy 

® Surrender Value 

® Executor of deceased partner. 

® Executor's account 

Smnmary 

1, Matters requiring adjustments at the time of retirement/death of a partner : 

Various matter which need adjustment in the hooks of firm at the time of 
retirement/death sire as follows : 

e New profit sharing ratio 

® Distribution of accumulated proflt(losses) 
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® Cancelation of goodwill and Its accounting treatment. 

® Revaluation of assets and re-assessment of liabilities 
e Capital adjustment, 

2. Amount due to retiring/deceased partners can be computed by considering 
following items ; 

(a) Credit balance of his capital account. 

(b) Credit balance of his current account. 

(c) Share In goodwHll of the firm. 

(d) Share in reserves and accumulated profit (losses) 

(e) Share in gain (loss) on revaluation of assets and reassessment of liabilities. 

(f) Share tn profits (losses) till the date of death/retirement, 

(g) Interest on capital till the date of death/retirement. 

(h) Share in Joint Life Policy, 

(i) Drawings, if any. 

3. Gaining Ratio : Ratio In which the continuing partners acquire the retired 
deceased partner's share is called gaining ratio. 

4. Surrender Value : Realisable value of an Insurance policy on the event of the 
surrender of the policy to the insurance company before the date of maturity. 

5. Joint Life Policy : Joint Life Policy Is taken up by the firm on the lives of 
partners collectively . This ensures the liquidity to the firm at the time of 
death of partners. 

6. Elxecutor is a person who is entitled to the balance in deceased pamer's capital 
account. 

: Qiiiistloa 8in4'iExei|K^ft - 

2. Directive type Exercises 

(a) State whether each of the following statements is true or false : 

(i) Gain or loss on revaluation of assets at the time of retirement is a capital 
profit. 

(ti) In the event of death, gain or loss on revaluation account is transferred 
to the continuing partners tn the new profit .sha rin g ratio. 

(ill) At the time of retirement/death the undistributed profits/loss and 
reserves are distributed among existing partners tn their old profit sharing 
ratio. 

(iv) A partner can retire from the firm with the consent of all other partners. 

(v) In the event of death, the combined share of profit of continuing partners 
will decrease. 
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(vl) The amount due to the retiring partner will always be settled In cash. 

(rii) The firm is under obligation to pay an agreed rate of interest for the 
unpaid balance to the retiring partner. 

(vUl) A joint life policy matures in the event of death or at the time of retirement 
of a partner. 

(tx) Surrender value of the Joint life policy is equal to the total amount of 
premium paid till that date. 

(x) A fanrQy member of the retiring partner wUl automatically becomes the 
new partner In a reconstituted firm. 

2. Short Answer Questions 

(1) What ar e the different ways in which a partner can retire from the firm? 

(U) Write the various matters that the need of adjustments at the time of 
retirement of a partner. 

(Hi) Distinguish between sacrificing and gaining ratio. 

(Iv) Why do firms revalue assets and reassess their liabilities on retirement 
or on the event of death of a partner ? 

(v) Why a retiring/deceased partner's entitled to a share of goodwill of the 
firm ? 

(vi) Give two circumstances in which a gaining ratio is applied. 

(vli) What is surrender value ? 

(vlil) Write the meaning of joint life policy. 

(ix) What is the treatment of goodwill at the time of retirement or on the 
event of death of a partner. 

(x) What is the objective of taking a joint life policy by the partners. 

(xl) What is the accounting treatment of the claim received on account of 
Joint life policy from insurance company on the event of death of a 
partner ? 

3, Long Answer Questions 

(i) Explain the modes of payment to a retire partner. 

(ii) How will you compute the amount payable to a deceased partner ? 

(Ul) Explain the various methods of computing the share of profits hr the 
event of death of a partner. 

(Iv) What do you mean by joint life policy ? Explain the methods of the 
treatment of jomt life policy. 

(v) Explain the accounting treatment of joint life policy when it is treated as 

an. assets by the firm. 
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4. Sharma, Verma and Neetu were partners sharing profits and losses In 
' 1 1 10 

proportion of “ , — and — . Calculate the new profit sharing ratio between 

4 o i b 

continuing partners if, (a) Sharma retires, (b) Verma retires, (c) Neetu retires. 
Also calculate theh gaining ratio in each of the above situation, 

5. Madhu, Surabhl and Nhdiil are partners without any partnership deed. Madhu 
retire, calculate future ratio of continuing partners if they agreed to acquire 
her share (1] in the ratio 5 :3 (li) equally. Also mention their gaining ratio. 

6. Kanu, Manu and Akansha are partners sharing profits as 20%, 30% and 
50%. Kanu decide to retire with the consent of other partners and sold her 
share to Manu, Goodwill was valued at two and a half year's purchase of the 
average profits of three years. Profits of these three years were Rs. 50.000, 
Rs. 70,000 and Rs, 60,000. Reserve fund stood in the balance sheet at Rs. 
30,000 at the time of his retirement. You are required to record necessary 
journal entries to record above ajustment on Kanu’s retirement. Also prepare 
her capital account to find out the amount due to her when her capital balance 
in the balance sheet was Rs. 1,00,000 before any above adjustment. 

7. A. B and C are partners in a firm sharing profits in the ratio of 2 : 1 : 1, Tliey 
took out a pokey in 2002 of Rs. 1,40,000. On 21st March, 2003 B die. The 
surrender value of the policy appearing in the books on that date was 
Rs. 20,000. Record necessary journal entries to close the joint life pokey in 
the year of death of B, if premium paid was treated (1) as business expenses 
and (ii) as an asset, 

8. Rita, Puneeta and Gita are partners sharing profits in the ratio of 
1:2:3, Rita retires on the date of balance sheet on the following terms : 

(a) A computer costing Rs. 40,000 which ws not recorded earlier, to be 
recorded now. 

[b) A kabillty of compensation towards an employee for Rs. 16,000 has also 
been flnanksed for payment. 

Record necessary entires to record the above an'angement. 

9. R, S and M were carrying on business in partnership sharing profits in the 
ratio of 3 ; 2 : 1, respectively. On March 31, 1999, Balance Sheet of the firm 
stood as fokows : 
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Bal^mce Sh 0 <>:t as at March 31, 1999 


Liabilities 


Amount 

Assets 

Amount 



(Rs.) 


(Rs.) 

Sundry Creditors 


16,000 

Building 

23,000 

Capitals : 



Debtors 

7,000 

R 

20,000 


Stock 

12,000 

S 

7,500 


Patents 

8,000 

M 

12.500 

40,000 

Bank 

6,000 

1 se.aoo 


56,000 


Shyam retired on the above mentioned date on the following terms ; 

i) Buildings to be appreciated by Rs. 8,800. ‘ 

ii) Provision for bad debts be made @ 5% on debtors. 

iii) Goodwill of the firm be valued at Rs. 9,000. 

iv) Rs. 5,000 be paid to S Immediately and the balance due to him treated 
as a loan carrying interest @ 6% per annum. 

Record necessary journal entries and prepare the balance sheet of the 
reconstituted firm. 

10. Following is the balance sheel. of.ftun, Gupta and Malik as at March 31, 2002 


Balance Sheet-as at March 31, 2002 


Liabilities 

Amount 

(Rs.) 

Assets 

(Rs.) 

Amount 

Creditors 

19,800 

Land and buildings 

26,000 

Telephone bills 

300 

Bonds 

14,370 

outstanding 


Cash 

5,500 

Accounts Payable 

8,950 

Bills Receivables 

23,450 

Accumulated profits 

16,750 

Sundry Debtors 

26,700 

Capital accounts : 


Stock 

18,100 

Jain 40,000 


Office. Furniture 

18,250 

Gupta 60,000 


Plant and Machinery 

20,230 

Malik 20.000 

1 20,000 

Computers 

13,200 


l,Gts,dOO 


1,65,800 


The partners have been shajing profits in the ratio of 5 ; 3 : 2. Malik 
decides to retire from business on April 1,2002 and his shEire in the business 
is to be calculated as per the following terms of revaluation of assets and 
liabilities : 

Stock Rs. 20,000; Office furniture Rs. 14,250; Plant and machineiy Rs. 23,530; 
Land and buildings Rs. 20,000. 
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A provision of Rs, 1,700 to be created for doubtful debts. The goodwill of the 
firm is valued at Rs. 9,000. 

The continuing partners agreed to pay Rs. 16,500 as cash on retirement of 
Malik, to be contributed by continuing partners in the ratio of 3 : 2. The 
balance in the capital account of Malik will be treated as loan. 

Prepare Revalutlon account, capital accounts, and balance sheet of 
reconstituted firm. 

11. The Balance Sheet of A, B and C who were sharing the profits in proportion to 
their capitals stood as on March 31, 2003, 


Balance Sheet as at March 31, 1999 


LiabUities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Bills Payable 


Land and Building 

12,000 

Sundry Creditors 


Customers • 10,500 


Reserve Funds 

2,760 

Less Reserve 500 

10,000 

Capitals : 


Bills Receivable 

7,000 

A 20,000 


Stock 

15,500 

B 1S,000 


Plant and Machinery 

11.500 

C 15.000 


Bank Balance 

13,000 

'lU 1 ■■ 

69,000 


69,000 


B retired on the date of balance sheet and the following adjustments were 
made : 


a) Stock was depreciated by 10%. 

b) Factory building were appreciated by 12%, 

c) Reserve for doubtful debts be created upto 5% 

d) Reserve for legal charges to be made at Rs. 265. 

e) The goodwill of the firm fixed at Rs. 10,000. 

f) The capital of the new fli'm be fixed at Rs. 30,000. The continuing partners 
decide to keep thefi capitals in the new profit sharing ratio of 3 ; 2. 

Record Journal entries and prepare the initial balance sheet of 
rconstltuted firm after transferring the balance in B’s capital account to his 
loan account. 

12. On March 31, 2003, the balance sheet of Pawan, Qatlr and Ram, who were 
sharing profits in proportion to their capitals stood as follows ; 
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Balance Sheet as at March 31, 2003 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

BUIS Payable 

8,000 

Land and buUdings 

50,000 

Creditors 

12,000 

Cash at Bank 


General Reserve 

6,000 

Debtors 10,000 


Capitals : 


Less : 


Pawan 30,000 


Provision for 200 


Qatir 30,000 


Doubtful debts 


Ram 15,000 

75,000 

Stock 

14,000 

Employee's P.F. 

17,000 

Machinery 

8,200 



Profit andtsLoss 



1,18,000 


1,18,000 


Qatir retires and the Mowing readjustments of the assets and liabilities have 

been agreed upon before the assertatnment of the amount payable to Qatir : 

I) That out of the amount of insurance which was debited entirely to profit 
and loss account, Rs. 1,292 be carried forward as unexpired insurance. 

II) That the land and building be appreciated by 10%. 

ill) That the provision for doubtful debts be brought upto 5% on debtors. 

iv) That machinery be depreciated by 6%. 

v) That a provision of Rs. 1,500 have made in respect of any outstanding 
bill for printing and stationery. 

vl] That be goodwill of the firm will be valued at Rs, 18,000. 

vll) That the entire capital of the firm as newly constituted be fixed at 
Rs. 60,000 between Pawan and Ram in tlie proportion of three-fourth 
and one-fourth after passing entries tn their accounts for adjustment, 
l.e. actual cash to be paid off or to be brought in by the continuing 
partners as the case may be. 

vtil) That Qattr be paid Rs. 5,000 in cash and the balance be transferred to 
his loan account payable in two eqaul annual instalments alongwith 
Interest 8% p.a. 

Prepare necessary accounts and the balance sheet of the firm of Pawan 
and Ram. Also prepare Qatir’s loan till it is finally settled. 

13. X, Y and Z were partners sharing profit in proportion of 3 : 2 : 1. Their Balance 

Sheet on December 31, 2002 was as follows : 
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Liabilities 

Amount 

(Rs.J 

Assets 

Amount 

(Rs.) 

Capitals : 

X 21.100 

Y 14.000 

Z 12.000 

Reserve 

Bills payable 

Creditors 

47.100 
6,000 
2.000 
8,000 

Building 

Plant 

Motor Car 

Stock 

Debtors 7,000 

Less : Provision 1.000 
Cash at Bank 

16,000 

24,000 

6,000 

10,000 

6,000 

1,100 


63,100 


63,100 


X retires on that date on the following terms : 

1) The goodwill (pf the Arm Is to be valued at Rs. 12,000. 

it) Stocl^ and building are to be appreciated by 10% 

ill) Plant and Motor car are to be depreciated by 10% 

iv) Liability for the payment of gratuity to worker Rs. 4,800 is not yet recorded 
in the books, but the same is to be provided for now. 

v) Provision on debtors no more required. 

vi) The amount payable to X is to be paid in four equal annual instalments 
begtnning from January 1, 2003 with interst at 10% p.a. 

You are require to prepare ; 

1) Revaluation Account. 

2) Partner's capital accounts. 

3) New Balance Sheet of Y and Z as at 1.1.2003 and X’s loan account till it 
is finally paid. 

14. Mlshra, Puri and Khurana are partners in a firm sharing profits in proportion 


of —, ^and — respectively. The Balance sheet on April 1, 2003 was as 
follows : 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

BUIs payable 


12,000 

Freehold premises 

40,000 

Sundry Creditors 


18,000 

Machinery 

30,000 

Reserve 


12,000 

Furniture 

12,000 

Capital account : 



Stock 

22,000 

Mlshra 

30,000 


Sundry debtors 20,000 


Puri 

30,000 


Less Reserve 1,000 


Khurana 

28.000 

88,000 

for bad debts 

19,000 




cash 

7,000 

Total 

1,30,000 

Total 

1,30,000 


Khurana retires from the business and the partners agree to the following 
revaluation : 
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a) Freehold premises and stock are to be appreciated by 20% and 15% 
respectively. 

b) Machinery and furniture are to be depreciated by 10% and 7% 
respectively. 

c) Bad debts reserve is to be increased to Rs. 1,500. 

d) A goodwill is valued at Rs. 21,000 on Khurana’s retirement. 

e) ITie continuing partners have decided to adjust their capitals In their 
new profit sharing ratio after retirement of Khurana. Surplus/deficit, If 
any, m their capital accounts will adjust through cunxnt accounts. 

Prepai'e necessary ledger accormts and draw the Bailee Sheet of reconstituted 
firm. 

15. Paul. Gopal and Verma was partners sharing profits in the proportion of one- 
half. one-third and one-sixth respectively. The Balance Sheet of the firm as 
on 31.3.2003 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Bills payable 

40,000 

Cash 

15,000 

Sundry creditors 

1,90,000 

Debtors 1,60,000 


Reserve fund 

1,20,000 

Less Reserve 5,000 

1,55,000 

Capitals : 


Stock 

2,50,000 

Paul 4,00,000 


Motar Van ' 

80,000 

Gopal 3,00,000 

9,50.000 

Plant and Machinery 

3,50,000 

Verma 2,50.000 


Factory Budding 

4,50,000 


13,00,000 


13,00,000 


Gopal retires on that date subject to the following adjustments : 

1) The goodwill of the firm to be valued at Rs. 1,80,000. 

2j The reserve for doubtful debts to be Increased by Rs. 19,500. 

3) Stock to be appreciated by 20% and budding by 10%. 

4) Plant to be depreciated by 10% and Motor Van by 15%. 

5) Gopal’s account will be settled immediately on his retirement and the 
continuing partners share contribute cash in such a mamier so that 
thetr capitals become proportionate to their new profit sharing ratio. For 
the purpose of payment to Gopal, existing cash may be utdlsed after 
keeping Rs. 5,000 for working capital. 

Record journal entries, give capital accounts of partners and the Balance 

Sheet of continuing pariners as on April 1, 2003. 

16. Lily and Bily who shared profit in the ratio of 7 : 3 took out a Joint Life Policy 

on May 1. 1999 for Rs. 1,30,000. The annual premium was Rs. 5,200, The 

suixender value of the policy was : 
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1999 Nil, 2.000 - Rs. 1,600. 2001 Rs. 7,450, 2002 - Rs. 9,450, B% died on 
September 15, 2002 and tlie amount of the policy received on December 31, 
2002. The books are cloed on March 31st each year. 

Record necesaiy Journal entries, when premium paid is treated (i) as an expense 
(U) as an asset. Also prepare joint life policy account. 

17. P. Q and R sharing profit in the ratio of 2 : 3 ; 5 took out a joint life policy for 
Rs. 30,000 paying an armual premium of Rs. 4,000 .starting from 16th April, 
1998. The surrender value of the policy was as follows : 

1998 Nil 2001 1,700 

1999 400 2002 3,000 

2000 1,000 

P died on October 6, 2002 and the insurance company paid Rs. 31,200 
including bonus due on November 30,2002. The books of the firm were closed 
on March 31, each year. Show the account relating to joint life policy, when 
premium paid are to be treated as an asset. 

18. Arti, Bharti and Seema are partners sharing proiits in the proportion of 3 : 2 ; 1 
and their Balance Sheet on March 31, 2003 stood as follows : 


Balance Sheet as at March 31, 2003 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Bills Payable 


12,000 

Buildings 

21.000 

Creditors 


14,000 

Cash in Hand 

12,000 

General Rerserve 


12,000 

Bank 

13,700 

Capitals : 



Debtors 

12,000 

Art! 

20,000 


Bills recevable 

4,300 

Bharatl 

12,000 


Stock 

1,750 

Seema 

8.000 

40,000 

Investment 

13,250 


78,000 


78,000 


Bharatl died on June 12, 2003 and according to the deed of the said partnership 

her executors are entitled to be paid as under : 

1) The capital to her credit at the time of her death and Interest thereon 
@ 10% per annum. 

li) Her propoiiionate .share of reserve fund. 

iU) Her share of profits for the intervening period will be based on the sales 
during that period, which were calculated as Rs. 1,00,000. The rate of 
profit during past three years had been 10% on sales. 

iv) Goodwill according to her share of profit to be calculated by taking twice 
the amount of the average profit of the last three years less 20%. The 
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profits of the previous years were : 

2001 Rs. 8,200 

2002 Rs. 9,000 

2003 Rs. 9,800 

The investment v/ere sold for Rs. 16,200 and her executors were paid out. 
Pass the necessary joumal entries and write the account of the executors of 
Bhai-tl. 

19. On December 2002 3l, the Balance sheet of P, Q and R showed as under ; 


Balance Sheet as at March 31, 2002 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 


25,000 

Buildings 

26,000 

Reserve fund 


20,000 

Investments 

15,000 

Capitals : 



Debtors 

15,000 

P 

15,000 


BlUs receivable 

6,000 

Q 

10,000 


Stock 

12,000 

R 

10.000 

35,000 

Cash 

6,000 


80,000 


80,000 


The partnership deed provides that the profit be shared in 
2:1:1 and that hi the event of death of a peuTner, his executors be entitled 
to be paid out : 

a) Tlie capital of Ills credit at the date of last balance sheet 

b) His proportion of reserves at the date of last Bsdance Sheet 

c) His proportion of profits to the date of death based on the average profits 
of the last three completed yeai's, plus 10% and 

d) By way of goodwill, his proportion of the total profits for the three 
preceding years. 

The net profit for the last three years were : 

2000 16,000 

2001 16,000 

2002 15,400 

R died on April 1, 2002. He had withdrawn Rs. 5,000 to tlie date of his death. 
Hie Investment were sold at par and R’s Executors were paid off. 

Show the necessary ledger accounts ^md the Balance Sheet of the surviving 
partners P and Q. 


20. Mansi and Puneet are in partnership sharing profits and losses 
3 : 2. They Insure theii' lives Jointly for Rs. 75,000 at an annual premium of 
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Rs. 4.400 charged to the business. Puneet dies three months after the date of 
the last Balance Sheet. According to the partnership deed, the legal 
representatives of Puneet are entitled to the tallowing payments ; 

a) His capital as per the last Balance Sheet. 

b) Interest on above capital at 8% per cent per annum to date of death. 

c) His share of profit to date of death calculated on the basis of last three 
year's profits. 

His drawings are to bear interest at an average rate of 1 per cent on the 
amount irrespective of the period. 

The net proftts for the last three years, after charging Insurance premium, 
were Rs. 20,000, Rs. 25,000 and Rs. 30,000 respectively. Puneet’s capital as 
per balance sheet was Rs. 40,000 and his drawing to date of death were 
Rs. 2,000. 

Draw Puneet account to be rendered to his representatives. 


21, Following is the balance sheet of Tony. Sony and Romy as on March 31. 
2003 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 

16,000 

Bills Receivable 

16,000 

General Reserve ^ 

16,000 

Furniture 

22,600 

Capital Accounts ; 


Stock 

20,400 

Tony 30,000 


Sundry debtors 

22,000 

Sony 20,000 


Cash at Bank 

18,000 

Romy 20.000 

70,000 

Cash in Hand 

3,000 

Total 

1,02,000 

Total 



Sony died on June'30, 2003. Under the terms of the partnership deed, the 
executors of a deceased partner were entitled to ; 

a) Amount standing to the credit of the partner’s capital account. 

b) Interest on capital at 5% per annum. 

c) Share of goodwill on the basis of twice the average of the past three 
years' profit, and 

d) Share of profit from the closing of the last financial year to the date of 
death on the basis of the last three year’s profit. 

Profits for 2001. 2002 and 2003 were Rs. 12,000, Rs. 16,000 and 
Rs. 14,000 respectively. Profits were shared In the ratio of capitals. 
Record the necessary journal entries and draw up the Sony's Account to 
be rendered to his executors. 
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22. Nithya, Sathya and Mithya were partners sharing profits and losses in the 
ratio of 5 : 3 : 2. Their Balance. Sheet as on December 31, 2002 was as 
follows : 


Liabilities 


Assets 


Creditors 

14,000 

Investments 

Goodwill 

10,000 

5.000 

Reserve Funds 

6,000 

Premises 

20,000 

Capital Accounts ; 


Patents 

6.000 

Nithya 30,000 


Machinery 

30,000 

Sathya 30,000 


Stock 

13,000 

Mithya 20,000 

80,000 

Debtors 

8.000 




■■KViTiin 


1.00.000 


1 , 00,000 


Mithya dies on 1.5.2002. The agreement between the executors of Mithya and 
the partners stated that ; 


a) Goodwill of the firm be valued at 2 — times the averagl profits of last 

four years. The profits of four years were ; 1998 Rs. 13,000, 1999 
Rs, 12,000, 2000 Rs. 16,000 and 2001 Rs. 15,000 

b) The patents are to be valued at Rs, 8,000, Machinery at Rs. 25,000 and 
premises Rs.25,000 

(c) The share of profit of Mithya should be calculated on the basis of the 
profit of 2002 , 

d) Rs. 4,200 should be paid immediately and the balance should be paid In 4 
equal half-yearly instEilments ceirrylng interest @ 10 %, 

Record the necessary Journal entries to give effect to the above and write the 
executor’s account till the amount is fully paid. AI 90 prepare the balance 
sheet of Nithya and Sathya as it would appear on 1.5.2002 after giving effect 
to the adjustments. 

23. The Balance Sheet ofX, Y, Z as on 31.12.2002 was as follows ; 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Bills Payable 

2,000 

Cash at Bank 

5,800 

Creditors 

5,000 

Bills Receivable 

800 

General Reserve 

6,000 

Stock 

9.000 

Loans 

7.100 

S. Debtors 

16,000 

Capital Accounts : 

X 22,750 

Y 15,250 

Z 12,000 

50,000 

Furniture 

Plant and Machinery 
Building 

2,000 

6,500 

30,000 


70,000 


70,000 
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The profit sharing ratio was 3:2: 1. Z died on April 30. 2003, the partnership 
deed provides tlrat ; 

1) Goodwill Is to be calculated on tlie basis of 3 years piu-chase of the four 


years average profits. The profits were ; 

2003 

= Rs. 14,000 

2002 

= Rs. 16,000 

2001 

= Rs.20,000 

2000 

= Rs. 10,000 


U) The deceased partner to be give share of profit up to the date of death oh 
the basis of profits for previous year. 

hi) The assets have been re-valued as under : 

Stock Rs. 10,000, Debtors Rs. 15,000 ; Furniture Rs. 1,500 ; Plant and 
Machinery Rs. 5,000 : Building Rs, 35,000. A bill for Rs. 600 was found 
worthless. 

iv) A sum of Rs. 12,900 was paid immediately to Z's executors and the 
balance to be paid tn two equal annual Instalments together with Interest 
at 10% on the amount outstanding. 

Give Journal entries and show Z’s executor’ account. 



1. (a) New Ratio 

Gaining Ratio 

(b) New Ratio 
Gaining Ratio 

(c) New Ratio 
Gaining Ratio 


5 

J_ 

5 

2 

5 

2 

5 

2 

1 

2 

1 



STIREMENT AND DEATH OF A PARTNER 



(a) 

New Ratio 

= 

13:8 


Gaining Ratio 


1:1 

(b) 

New Ratio 

= 

1:1 


Gaining Ratio 

= 

1:1 

Amount due to Kanu 

Rs. 

1,36,000 


6. Balance Sheet : Total Rs 59,450 

7. Loss on revaluation ; Rs. 6,500; Balance Sheet ; Total Rs. 1,59,300 

8. Loss on revaluation ; Rs. 400; Balance Sheet : Total Rs. 62,220 

9. Profit on revaluation : Rs. 4,000; Balance Sheet : Total Rs. 1,32,300 

10. Loss on revaluation ; Rs. 4,200; Balance Sheet: Total Rs, 63,700 

11. Balance Sheet : Total Rs. 1,47,730 

12. Balance Sheet : Total Rs. 13,18,500 

13. LUy share : Rs. 77,385 
Billy share : Rs. 33,165 

14. P Rs. 5,100; Q Rs. 7,650; R Rs. 12,750 

15. Amount paid to Bhartl Executor's Rs. 22,916 

17. Amount payable to Puneet executor's Rs. 71,780 

18. Amount payable to Sony executor's Rs, 33,821 

19. Balance Sheet: Total Rs. 92,800 

20. Z's Executor's account Rs. 4,221 

Revaluation profit ; X - Rs, 2,200; Y- Rs. 1,467; Z- Rs. 733. 
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LEARNING OBJECTIVES 

After studying this chapter you 

will be able to ; 

@ State the meaning of 

dissolution of firm; 

0 Differentiate between 

dissolution of firm and 
dissolution of partnership; 

0 Prepare realization account; 

0 Settle the claims against the 

Arm; .. 

0 Record transactions for 

closure of the books and 
settlement of partners’ 
accounts. 


The word Dissolution implies “the 
undoing or breaking of a bond tie". In 
other words, dissolution implies that the 
existing state of arrangement is done 
away Mth. Suppose, certain colour is put 
into the water, the colour dissolves into 
die water because the solid state of the 
colour disintegrates through the process 
of breaking of bond of chemicals that was 
the basis of that solid state. In life, 
anylliing dissolves only by losing its 
cuntait state, so is true in the case of 
the partnership as well. An existing 
partnership dissolves whenever the 
reconstitution of the existing firm is 
caused by admission, retirement or 
death of a partner. However, the 
dissolution of partnership does not lead 
to the dissolution of the firm since the 
two situations are different. In case of 
dissolution of partnership, the firm 
continues, only the partnership relation 
is reconstituted, but in case of 
dissolution of firm, not only partnership 
is dissolved but the firm also loses its 
existence, implying thereby that the firm 
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ceases to operate as a partnership firm (Section 39 of the Partnership Act, 
1932). After dissolution of firm, the firm does not remain in business. The only 
business to be carried out is akin to its funeral ceremony, i.e., closing ceremony 
of aU existing activities. 


The relation of partnership among different partners is changed without 
changing the partnership firm. Thus, in case of dissolution of partnership, the 
economic basis of relationship of partners is reconstituted without affecting 
the entity of the firm which continues to remain in business as ever before. A 
partnership is dissolved by change of mutual contract in the following cases : 

® Change in profit sharing ratio among partners: 

® Admission of a new partner; 

® Retirement of a partner, where at least two persons remain as partners; 

® Death of a partner (Section 42); 

® Adjudication of a partner as an insolvent; 

® Completion of a venture if partnership Is formed for that; 

® Expiry of the period of partnership if partnership is for a pre-determined 
period; 

® Merger of one partnership firm into another. 

II 

: 5.2 dissolution of a Finn: 

Dissolution of a firm takes place in the following cases : 

(1) Dissolution by agreement: A firm Is dissolved in case : 

(a) All the partners give consent to it, or 

(b) As per the terms of partnership agreement. 

(2) Compulsory dissolution : A firm is dissolved compulsorily in the following 
cases : 

(a) Where all the partners or all except one partner, become insolvent or 
Insane rendering them incompetent to sign a contract; 

(b) Where the business becomes illegal; 
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(c) Where all the partners except one decide to retire from the firm; 

(d) Where all the partners or all except one partner dies; 

(e) Where the partnership deed Includes any provision regarding the 
happening of the following : 

(1) Expiry of the period for which the partnership was formed; 

(ii) Completion of the specific venture or project for which the firm 
was formed. 

(3) Dissolution by notice : In case of partnership at will, the firm may be 
dissolved if any of the partners gives a notice in writing to the other partners 
signifying his intention of seeldng dissolution of the firm. 

(4) Dissolution by court : A court, may order a partnership firm to be dissolved 
(under Section 44), in case of a suit by a partner in the following situations: 

(a) A partner becomes insane; 

(b) A partner becomes permanently incapable of performing his duties 
as a partner; 

(c) A partner dehberately and consistently commits breach of agreements 
relating to the management of the firm; 

(d) A partner’s conduct is likely to adversely affect the business of the firm; 

(e) The partner transfers whole of his Interest in the firm to a third party; 

(f) The business of the firm cannot be carried on, except at a loss; 

(g) The court, on any ground, regards dissolution to be just and 
equitable. 
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Basis 

Dissolution of Partnership 

Dissolution of Firm 

1. Termination of 
business 

No, the business is not 
terminated. 

The business of the firm is 
closed. 

2. Settlement of as¬ 
sets and liabilities 

Assets and liabilities are 
revalued and new balance 
sheet is drawn. 

Assets are sold and realized 
and liabilities are paid off. 

3. Court’s 

Intervention 

Court does not intervene 
because partnership is 
dissolved by mutual agreement 
and through the process of 
reconstitution. 

A firm can be dissolved by 
the court’s order. 

4. Economic Relation¬ 
ship 

Economic relationship may 
remain and changes. 

Economic relationship 
between the partners comes 
to an end. 

5. Closure of books 

Does not require because the 
business is not terminated. 

All books of accounts are 
closed. 




In case of dissolution of firm, the firm ceases to conduct business and has to 
settle its accounts. For this purpose, it disposes off aE its assets for making 
payment to all the claimants against it. 

Section 48 of the Partnership Act provides the following rules for the 
settlement of accounts between the paidners ; 

(1) Loss to be paid first out of profits, next out of capital and lastly by the 
partners individually in the proportion in which they were entitled to share 
the profits. In other words, losses ai'e to be shared by the partners In 
their profit sharing ratio; 

(2) Assets of the firm are first to be applied in paying off the debts of the firm 
to the third parties, next in paying off to each partner proportionately 
what is due to him from the firm for advances as distinguished from 
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capital; and the residue to be divided among the partners in the proportion 
in which they were entitled to share profits. In simple words, following is 
the order of payment from the proceeds of the sale of the firm : 

® Expenses of realization; 

® Payment to outside creditors. It is to be noted that secured creditors 
are to be paid off first out of the proceeds of secured assets before 
anything is paid to unsecured creditors; 

® Inans and advances made by partners’ spouse; 

® Loans and advances made by a partner apart form his capital: and 
® Final claims of the partners on their capital account. 


5.4.1 Debts of fhm verses personal debts of partneis 

If assets of the firm are not sufficient to pay off the firm’s creditors, the partners 
may be required to make contributions because of the unlimited nature of the 
liability of the partner. In such a case, the partner wtU have the right to apply 
his personal assets in paying off his personal debts first. Thereafter, the 
remaining surplus of personal assets wiU be used for making his contribution 
to satisfy the unsettled portion of outside creditors. It is to be further noted 
that personal assets of the partner are individually owned assets excluding 
the personal property of wife (Streedhan). 

Accordingly the following steps are taken ; 

1, All assets would be disposed off and cash has to be realized; 

2. With the available funds, claims are satisfied in the following order- 
fa) Payment of expenses for realizing the assets and collection of debts: 

(b) Payment of outside liabihties of the firm, i.e. creditors, loans, bank 
overdrafts, biUs payable, advances from partners’ relatives; 

(c) Loans and advances made by a partner; 

(d) Repayment of advances extended by the partners; 

(e) Repayment of capital contribution to the partner; 

(f) Any surplus left, is distributed among all partners in their profit 
sharing ratio. 
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5.4.2 Accoimting Treatment 

The books of accoimts are closed and profit or loss on realizing the assets and 
discharge of liabilities has to be computed in the event of dissolution of the 
firm. For this purpose, a realization account is prepared for recording the 
realization of assets and payment of liabilities. Sale of assets is recorded at the 
realized value and payment to creditors is recorded at the settlement value. 
After recording of aU transactions with respect to sale, transfer or takeover of 
assets and payment of all external liabilities, the realization account would 
have a balance that will either be profit or loss. Profit arises when assets are 
realized at more than the book value and/or liabilities are settled at less than 
book value. In an otherwise situation there is loss. The profit or loss on realization 
is transferred to partners’ capital accounts in their profit sharing ratio. 

Journal Entries 

1 . For transferring the assets 

Transfer to the debit of realization account at their gross book values of all 
accounts of assets excluding cash, bank and the fictitious assets. 

Realization a/c Dr. 

Assets a/c(lndividually) 

It is to be noted that debit balance such as accumulated losses deferred 
expenses are not transferred to the realization account. These are 
transferred to the partners’ capital account in their profit sharing ratio by 
recording the following entry ; 

Partners' capital a/c Dr. 

Flctttltous assets a/c 

2. For transferring the liabilities 

AU external UabiUty accounts including provisions, if any, in respect of assets 
which have been transferred to the realization account are closed by 
transferring them to the credit of realization account at their book values. 

External liabilities a/c(Individually) Dr. 

Realization a/c 

Partners’ capital account and loan accormt of the partner are prepared 
separately and are not hansferred to realization account. 
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3. For sale of iissets 

Banlc a/c(reaLized price) Dr. 

Realization a/c 

4. For an asset token aver by a partner 

Partner’s capital a/c Dr. 

Realization a/c(Agreed price) 

5. For payment to creditors 

Any amount paid in cash to creditors, realisation account is debited and 
cash/barik account is credited. 

Realization a/c Dr. 

Bank a/c 

6. Settlement with the creditors through transfer of asset 

When a creditor accepts an asset tn part payment no entiy is recorded. It is 
because the liability due to the creditors has already been transferred to 
the credit of realization account and the asset taken over by the creditor is 
appearing on the debit side of the realization accoxmt. Thus, the debit of the 
asset cancels the credit of the corresponding liability in the realization 
account. Sometimes, a creditor may accept part of his payment in cash and 
part of his payment by taking over an asset. In this case, the entry will be 
recorded for cash payment only. For example, a creditor to whom Rs. 10,000 
was due accepted office equipment worth Rs. 8,000. He will be paid 
Rs. 2,000 in cash by recording the following entry : 

Realization a/c Dr. Rs. 2,000 

Banlc a/c Rs. 2,000 

Whenever a creditor takes over an asset, there may be two situations : 

(a) Wlien a creditor accepts an asset whose value is more than the amount 
due to him, he will pay cash. It is recorded as ; 

Bank a/c Dr, 

Realization a/c 

(bj Wheir a creditor accepts an asset as full and final settlement, no Journal 
entry is recorded. 
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7, Experises of reali7.o.tion 

(a) When realization expenses are paid by tire fnin 

Realization a/c Dr. 

Bank a/c 

(b) When firm has agreed to pay partner a fixed amount towards 
realization expenses irrespective of the actual realization expenses 

Realization a/c Dr. 

Partners’ capital a/c 

(c) When the actual expenses are paid by the firm on behalf of a partner, 
the following entry will be recorded ; 

Partners' capital a/c Dr. 

Bank a/c 

(d) However, if a partner himself pays and agreed not to get them 
reimbursed, no journal entry is recorded. 

(e) When the partner agrees to pay the expenses on behalf of the firm, 
the entry to he recorded : 

Realization a/c Dr. 

Partners' capital a/c 

S. When liabilities are paid off 

Realization a/c Dr. 

Bank a/c 

9. When partner discharges a liability 

The liability account is transferred from realization account to partner’s 
capital account by recording the following entry : 

Realization a/c Dr. 

Partners’ capital a/c 

10. For realization of any unrecorded assets 

Bank a/c Dr. 

RcEillzatlon a/c 

11. Unrecorded asset taken over by a partner 

Partners' capital a/c Dr. 

Realization a/c 
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12. For settlement of any unrecorded liability 

Realization a/c Dr. 

Bank a/c 

13. Unrecorded liability taken over by a partner 

.Realization a/c Dr. 

Partners’ Capital a/c 

14. When the profit (loss) on realization is transferred to partners’ capital account 
in their respective profit sharing ratio : 

(a) In case of profit on realization 

Realization a/c Dr. 

Partners' Capitals a/c(indivldually) 

(b) In case of loss on realization 

Partners' Capitals a/c (Individually) Dr. 

Realization a/c 

15. For transferring accumulated profits and reserve 

All accumulated profits and reserves are transferred to the partners’ capital 
account in their respective profit sharing ratio : 

Accumulated profit/reserves Dr. 

Paitners' capitals a/c (Individually) 

16. Transfer of fictititous assets 

All accumulated losses and fictitious assets are debited to the partners' 
capital accounts in their profit sharing ratio : 

Partners' capitals a/c (Individually) Dr. 

Accumulated losses/Flctltlous Assets a/c 

17. Payment of loans 

Any loans due to partners are paid off: 

Partner's loan a/c Dr. 

Bank a/c 
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18. Settlement of capital accounts 

(a) If the partner’s capital account shows debit balance, he is to bring in 
the necessary cash ; 

Bank a/c Dr. 

Partners' capital a/c 

(b) In case of partners whose accounts show credit balsince, the same is 
paid off; 

Partners' capitals a/c Dr. 

Bank a/c 

It may be noted that the aggregate amount finally payable to the partners 
must equal to the amount available in the bank and cash accounts. Thus. aU 
accounts of a firm are closed hi case of dissolution. 

At times, the Balance Sheet of the firm may not be available on dissolution of 
paitnership firm. In such a situation, first of aH, all the relevant ledger balances 
are worked out and then Balance Sheet of tlxe firm on the date of its dissolution 
is prepared, Thereafter, the process of dissolution is undertaken in the same 
manner as discussed above. 

Illustration 1 (Ascertaining the value of assets) 

Ram and Shyam share the profits equally. They decided to dissolve their firm. 
Their liabilities were : Ram’s Capital Rs. 25,000; Shyam’s Capital Rs. 30,000; 
Creditors Rs. 12,500; Bills payable Rs,7,500; Assets of the firm realized 
Rs, 1,00,000. Prepare a Realization Account. 

Solution 

Books of Ram and Shyam 
Realization Account 


Dr. Cr. 


Date 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

Particulars 

J.F. 

Amount 

(Rs.) 

1 

Sundry assets 
Bank; 

Creditors 

Bills payable 
Capltcd Accounts; 
Ram 12,500 

Shvam 12.500 

1 

75,000* 

12,500 

7,500 

25,000 


Bank 

Creditors 

Bids payble 


1,00,000 

12,500 

7,500 


Total 


1,20.000 


Total 


1,20,000 
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Notes to tke Solution 

Capital + Liabilities = Assets 

Capital + Creditors + Bills payable = Assets 

Rs. 25,000 + 30,000 + 12,500 + 7,500 = Rs. 75,000‘ 

Illustration 2(When balance sheet at the time of dissolution is not given) 

Kumar, Yash and Zakir commenced business on Januaiy 1, 2001 with capitals 
of Rs. 1,00,000, Rs. 80,000 and Rs. 60,000 respectively. Profits are shared in 
the ratio 4;3;3. Capitals carried Interest at 5% p.a. During 2001 and 2002 
they made profits of Rs. 40,000 and Rs. 50,000 [before allowing interest on 
capitals). Drawings of each partner were Rs. 10,000 per year. 

On December 31, 2002 the firm was dissolved. Creditors on that date 
were Rs. 24,000. The assets realized Rs. 2,60,000 net. Prepare tlie necessary 
accounts to close the books of tire firm. 

Solution 


Books of Kumar, Yasli a&d Zakir 
Partners’ Capital Accounts 

Dr. Cr. 


Date 

Particulars 

JF. 

Kumar 

Rs. 

Vash 

Rs. 

Zafcir 

Rs. 

Date 

Particulars 

J.E 

Kumar 

Rs. 

Yash 

Rs. 

Jakir 

Rs. 







2001 





■1 

3cc. 31 

Drawings 


10,000 

10,000 

10,000 

Jan. 1 

Bank 


1,00,000 

80,000 

H 


Bal. c/f 


1,06.200 

82,400 

61,400 


Int. on Capital 


5,000 

4,000 

H 







Dec, 31 

Net profit 


11,200 

8,400 

IB 




1.10.200 

02,400 

71,400 




QIQ. 


71,400 

2002 












Dec. 31 

Drawings 


10,000 

10,000 


Jan. 1 

Bal, b/f 


1,06,200 

82,400 



Bal. c/f 


1,16,510 

87,770 

65,720 


Int, on capital 


5,310 

4,120 

3,070 








Net Profit 


15,000 

11,250 

11,250 




1,26,510 

97,770 

75,720 




1,26,510 

97,770 

75.720 

Dec. 31 

Realization a/c 


13,600 



Jan. 1 

Balance b/f 


1,16,510 

87,770 

65,720 


Bank 


102,910 

77,570 

SB 








Total 


1,16,510 

67.770 

65,720 


TotiO 


1,16,510 

87,770 

65,720 
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Balance Sheet 

as at Becember 31, 2002 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Capital : 

Assets 

Assets(balanclng figure) 

2,94.000 

Kumar 1,16,510 




Yash 87,770 




7,ak1r 65,720 

2,70,000 



Creditors 

24,000 



Total 

3,94,000 

1 

Total 

___ 1 



Realization Account 

Dr. Cr. 


Date 

2002 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2002 

Particulars 

J.F. 

Amount 

(Rs.) 

Dec31 

Assets 

Bank (Creditors) 

1 

2,94.000 

24,000 

Dec31 

Bank (Assets) 
Creditors 

Loss transfened to: 
Kumai'’s Capital 
Yash’s Capital 
Z<akir‘s Capital 


2,60,000 

24,000 

13,600 

10,200 

10,200 


Total 

■ 



Total 




Bonk Account 


Dr. Ct. 


Date 

2002 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2002 

Particulars 

J.F, 

Amount 

(Rs.) 

Dec31 

Realization 

(assets) 

1 

2,60,000 

Dec 31 

Realization 

(Creditors) 

Capital : 

Kumaj’ 

Yash 

Zalcir 


24,000 

1,02,910 

77,570 

55,520 


Total 




Total 

■ 
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niustation 3(Preparatton of Realization Account) 

The following is the Balance Sheet of Anju and Manju sharing profits in the 
ratio of 3:2 as on December 31, 2003 : 


Balance Sheet as at December 31, 2003 


Liabllttles 

Amount 

(Rs.) 

Assets 


Creditors 

19,000 

Plant and Machinery 

14,000 

Loan by Anju's brother 

5,000 

Furniture and Fixtures 

2,000 

Loan by Manju 

7,500 

Investment ' 

5,000 

General Reserve 

1,250 

Stock 

3,000 

Capitals : 


Debtors 10,000 


Anju 5,000 


Less; provision 500 


Manju 4.000 

9,000 

Bank 




Profit and Loss 


Total 


Total 



The firm was dissolved on March 31, 2003. As a result, 

(a) Anju took over investments at an agreed value of Rs. 4,000 and agreed to 
pay loan talcen from her brother 

(b) Realization of assets is as follows : Stock Rs. 2,500, Debtors Rs, 9,250, 
Furniture and Fixture Rs. 2,250, Plant and Machinery Rs. 12,500 

(c) Expenses of realization were Rs. 300 

(d) Creditors allowed 2.5% discount in full settlement. Record necessary 
Journal entries and close the books of the firm. 
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Solution 


Books of Aixfu and Manju 
Journal 



Particulars 


Dec 31 Realization a/c E 

Stock 
Debtors 

Furniture and Ftxtures 
Plant and Machinery 
Investments 

(Transfer of Sundry assets to realization 
account) 



Loan by Anju's brother a/c 

Sundry creditors a/c 

Provision for doubtful debts a/c 
Realization a/c 

(Transfer to Sundry Liabilities to 
Realization Account) 

Dr. 

Dr. 

Dr. 

Bank a/c 

Realization a/c 
(Value of assets realized) 

Dr. 

Realization a/c 

Anju’s capital a/c 
(For adjustment of liabilities 
taken over by Anju) 

Dr. 

Anju’s capital a/c 

Realization a/c 

Dr. 

(Ajustment of investment taken over by Aii)u) 

Realization a/c 

Bank a/c 

. Dr. 

(Payment to creditors at a discount of 2.5%) 

Anju's capital a/c 

Dr. 

Manju’s capital a/c 

Realization a/c 

(Transfer of loss on realization) 

Dr. 


Anju's capital a/c 
Manju’s capital a/c 
Profit and Loss a/c 

fTransfer of accumulated loss to capital 
accounts) 


Debit Credit 

Amount Amount 
(Rs.) (Rs.) 


34,000 

3,000 

10,000 

2,000 

14,000 

5,000 


5,000 

19,000 

500 


26,500 


5,000 


18,525 


24,500 


26,500 


5,000 


4,000 


18,525 


2,825 


2,500 
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General Reserve a/c 

Anju’s capital a/c 

Manju's capital a/c 
(Transfer of General Reserve to 
Capital Account) 

Dr. 


1,250 

750 

500 


Manju's loan a/c 

Bank a/c 
(Loan paid of!) 

Dr. 


7,500 

7,500 


Anju’s capital a/c 

Manju’s capital a/c 

Bank 

(Final payment to partners) 

Dr. 

Dr. 


3,555 

2,370 

5,925 


Realization Account 

Dr. Cr. 


Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2003 

Particulars 

1 

Amount 

(Rs.) 

Dec31 

Stock 

■ 

3,000 

Dec31 

Sundry Creditors 

■ 

19,000 


Debtors 

■ 

10,000 


Provision for 

■ 

500 


Furniture and FLxtur 

1 

2,000 


doubtful debts 

■ 



Plant and Machinery 

■ 

14,000 


Loan by Anju’s brother 

■ 

5,000 


Investments 

■ 

5,000 


Bank (assets realized) 

■ 

26,500 


Anju’s Capital 

■ 

5,000 


Anju’s capital 

■ 

4,000 


(Anju brother’s loan) 

■ 



(Investment) 

■ 



Bank (Expenses) 

■ 

300 


Capitals (loss on 

■ 



Bank (Creditors) 

1 

18,525 


realization) 

Anju 1,695 

Manju 1.130 

1 

2,825 


Total 


57,S2S 


Total 

_ 

57,825 


Anju's Capital Account 
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Manju's Capital Account 

Dr. Cr. 


Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Dec31 

Realization (loss) 
Profit and Loss 

Bank 

1 

1,1.30 

1,000 

2,370 

Dec 3] 

Balance b/f 

General Reserve 

1 

4,000 

500 


Total 


4,500 


Total 




Manju's Loan Account 

Dr. Cr. 


Date 

2003 

Particulars 

j.f: 

Amount 

(Rs.) 

Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Dec 31 

Bank 


7,500 

Dec 31 

Balance b/f 


7,500 


Bank Account 


Dr. Cr. 


Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Dec31 

Balance b/f 
Realization a/c 
(assets realized) 

1 

5,750 

26,500 

Dec 31 

Realization ; 
Creditors 

Expenses 

Manju's Loan 
Manju’s Capital 
Anju’s Capital 

1 

18,525 

300 

7,500 

2,370 

3,555 


Total 


32,250 


Total 


32,250 


Rlustration 4 (Preparation qf Balance Sheet at the time of Dissolution) 

X and Y are partners in a firm with a profit sharing ratio of 3:2 respectively. 
They decided to dissolve the partnership on June 1, 2001. On that date theii' 
capitals stood as Rs. 20,000 and Rs. 10,000, respectively. Amount owed by Y 
to the firm was Rs. 6,400 and there was a loan by X for Rs. 8,000; Creditors 
were Rs. 50,000 and cash Rs. 5,400, The remaining assets other than loan to 
Y and cash, realized Rs. 59,200. Realization expenses amounted to Rs. 2,000. 

Prepare the Balance Sheet of the firm as on June 1, 2001 and necessary 
ledger accounts to close the books of the firm. 
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Solution 


Books of X and Y 
Balance Sheet as at June 1, 2001 


Liabilities 

Amount 

(Rs.) 

Assets 


Sundry Creditors 

50,000 

Cash 

5,400 

Xs Loan 

8,000 

Ys Loan 

6,400 

CapitEils: 


Other Assets 

76,200 

X 20,000 


(Balancing figure) 


Y 10.000 

30,000 



Total 

88,000 

Total 

88,000 


Realization Account 

Dr, Cr. 


Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 
200J 

Particulars 

J.F. 

Amount 

(Rs.) 

June 

1 

Sundry Assets 

Cash (expenses) 
Cash (Creditors) 


76,200 

2,000 

50,000 

June 

1 

Creditors 

Cash (Assets 
realised) 

Capitals; 

Loss on 

realisation : 

X 11,400 

Y 7.600 


50,000 

59,200 

19.000 


Total 


1,26.200 


Total 


1,28,200 


Cash Account 

Dr. Cr. 


Date 

2001 

Particulars 

J.F 

Amount 

(Rs.) 

Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

June 

Balance b/f 

■ 

5,400 

June 

Realization 

■ 

2,000 

1 

Realization 


59,200 

1 

(expenses) 

■ 



(Assets) 




Realization 

■ 

50,000 


Ts capital 

■ 

4,000 


(Creditors) 

■ 







X Loan’s 

■ 

8,000 



■ 



X's capital 

■ 

8,600 


Total 


68,600 


Total 
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X’s Loan Account 

Dr. Cr. 


Date 

2001 


J.F. 

Amount 

(Rs.) 

Date 

2001 


J.F. 

Amount 

(Rs.) 

June 1 

Cash 


8,000 

June 1 

Balance b/f ^ 


8,000 


Capital Accounts 

Dr. Cr. 


Date 

2001 

Particulars 

J.F 

X 

Rs. 

Y 

Rs. 

Date 

2001 

Particulars 

LF 

X 

Rs. 

Y 

Rs. 

1 

Loan to Y 

Realization 

(Loss) 

Cash 

1 

11,400 

8,600 

6,400 

7,600 

1 

Balance b/d 
Cash 

1 

20,000 

10,000 

4.000 

■ 

Total 


20,000 

14,000 


Total 


20,000 

14,000 


Illustration 5 (Realization of Assets by a partner) 

Dlnesh, Ramesh and Satlsh were partners In a firm shaiing-profits in the ratio 
of 5:3:2. They agreed to dissolve their partnership firm on March 31, 2002. 
Dinesh was asked to realize the assets and pay off liabilities. He had to bear 
the realization expenses for which he was promised a lump sum amount of 
Rs, 2,000. Their financial position on that date was as follows : 


Balance Sheet as at March 31, 2002 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 

27,500 

Plant and Equipment 

60,000 

Invst. Fluctuation fund 

9,000 

Investment 

30,000 

Capitals: 


Stock 

11,000 

Dinesh 

75,000 

Debtors 14,200 


Ramesh 

30,000 

Less Provision for 




Doubtful debts 900 

13,300 



Cash 

11,200 



Satlsh’s Capital 

16.000 

Total 

1,41,500 

Total 

1,41,500 


Dinesh agreed to purchase investments at Rs. 25,000. Ramesh took over 
stock atRs. 10,500 and Debtors at Rs. 11,800. Plant and Equipment was sold 
for Rs. 45,000. Unrecorded assets realized cash of Rs. 3,000. Actual realization 








































Date Particulars 
2002 


Plant and Equip. 
Stock 
Investment 
Debtors 

Dlnesh’s Capital 
(expenses) 

Cash (Payment to 
Creditors) 


Amount Date 
(Rs.) 2002 


60,000 

11,000 

30,000 

14,200 

2,000 

27,500 


Creditors 
Provision for 
doubtful debts 
Investment 
fluctuation fund 
Dlnesh's Capital 
(Investments) 
Ramesh's Capital 
(Stock) 

Ramesh’s Capital 
(Debtors) 

Cash (Plant and 
Equipment) 

Cash (Unrecorded 
assets) 

Capitals : 

(Loss on realization) 
Dlnesh 6,000 

Ramesh 3,600 

Satish 2.400 


25,000 


10,500 


11,800 


45,000 


12,000 


1,44,700 



Date Particulars 
2002 


J.F, Amount Date Particulars 
(Rs.) 2002 



Balance b/f 
Equipment 
Realization 
(Unrecorded asset) 
Satlsh's Capital 


Total 


11,200 

45,000 

3,000 

18,400 


77.600 



Realization (Creditors) 
Dlnesh’s Capital 
Ramesh's Capital 


J.F. Amount 

(Rs.) 


27,500 

46,000 

4,100 


77,600 
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Cr. 


Date 


JA 

Dinesh 

. Romesh 

Salish 

Date 

Particulars 

JF. 

DiiiesK 

Rainesli 

Sdiisli 


■■■ 


Rs. 

Rs. 

Rs. 




Rs. 

Rs. 

Rs. 


Balance b/f 

■ 

- 

- 

16.000 

■ 

Balance c/d 

m 

75.000 

30,000 



Realization 

■ 

6,000 

3,600 

2.400 


Cash 

■ 

- 

- 

18,400 


(Loss) 

■ 





Realization 

■ 

2,000 




Realization 

■ 

25,000 

- 

- 


(Expenses) 

■ 





(Investments) 

Realization 

■ 


10,500 


■ 


■ 





(Stock) 

Realization 

■ 


11,800 

_ 

■ 


■ 





(Debtors) 

Cash 


46,000 

4.100 

_ 

■ 







Total 


77,000 


18,400 


Total 

1 

77,000 

30,000 

18,400 


Illustration 6 (Pi eparation of ledger accounts) 

A, B and C are running a hardware shop sharing profits equally. Their financial 
position is as under ; 


Balance Sheet as at March 31, 2003 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Accounts Payable 

20,000 

Land and Buildings 

50,000 

Bank Loan 

7.000 

Office Equipment 

5,000 

B’s Loan 

20,000 

Stock 

40,000 

Joint Life Policy 


Accounts Receivable 

30,000 

Reserve 

18,000 

Joint Life Policy 

18,000 

Capitals : 

A Rs. 27,000 

B Rs. 34,000 

C Rs. 23.000 

84,000 

Bank 

6,000 

■Total 


Total 



Partners agreed to dissolve the firm on that date. You ai'e given the following 
Information regarding dissolution : 

1. The Joint Life Policy was surrendered to the Insurance company. The 
company paid a sum of Rs, 11,500 after deducting an amount of 
Rs. 6,500 towards loan and Interest thereon by B against the policy. 





































ACCOUNTANCY 


2. Office equipment was accepted by a Accounts Payable for Rs. 7,000 at 
Rs. 3,500 and the balance was paid to him by cheque. 

3. Bankers accepted stock worth Rs. 5,000 and the balance In cash. 

4. The firm purchased 200 convertible debentures of a leasing company in 

2001, After sometime the Investment was treated as bad and was 'written 
off. These debentures were found to be ha’ving a market value of Rs. 8,000 
and were accepted by a creditor at this value. ^ 

5. Assets realized in the foUowtng manner : 


Land and Buildings 

Rs. 

2,00,000 

Stock 

Rs. 

30,000 

Accounts Receivable 

Rs. 

20,000 


6. All the liabilities were paid off. Accounts Payable allowed a discount of 
Rs. 200. 

7. Realization expenses amounted to Rs. 1,800. 

You are required to prepare the realization account, bank account and 
capital accounts of the partners. 

Solution 

Books of A, B and C 
Realization Account 


Dr. Cr. 


Date 

2003 

Particulars 

. 

J,F. 

_ 

Amount 

(Rs.) 

Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Mar31 

Land and Buildings 

■ 

50,000 

Mar31 

Accounts payable 

■ 

20.000 


Office equipments 


5.000 


Bank Loan 

■ 



Stock 

■ 

40,000 


Joint Life PoUcy 


18,000 


Accounts Receivable 

■ 

30,000 


Reserve 




Joint Life Policy 

■ 

18,000 


Bank ; 

■ 



Bank 20.000 

■ 



Joint Life 11,500 




(Accounts 

■ 



Policy 

■ 



Payable) 

■ 



Land 2,00,000 

■ 



Less: 

■ 



and 




Office Equip. 7,000 

■ 



Building 

H 



Debentures 8,000 




Stock 30,000 




Discount 200 

1 



Accounts 20,000 

H 

2,61,500 


15.’200 

■ 

4,800 


Receivable 

1 



Total c/f 


1.47,800 


Total c/f 


306,300 
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Total b/f 

Bank 7,000 

(Bank 

Overdraft) 

T/^ss: Stock 5.000 
Bank (Realization 
Expenses) 
Capitals-Gain on 
Realization 

A Rs. 53,800 

B Rs. 53,800 

C Rs. 53.800 


1.47,800 

2,000 

1,800 

1,61,400 


Total b/f 

B’s Capital 

Joint Ltfe Policy 

»L 


306,500 

6,500 


Total 


3,13,000 


Total 


3,13,000 


Bank Account 


Dr. Cr. 


Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Mar 

Balance b/f 

■ 

6,000 

Mar 

Realization 


4,800 

31 

Realization : 

■ 


31 

(Accounts 

■ 



Joint Life Policy 

■ 

11,500 


Payable) 




Land and Buildings 

■ 

2,00.000 


Realization 


2,000 


Stock 

■ 

30,000 


(Bank 




Accounts 

■ 

20,000 


Overdraft) 




Receivables 

■ 



Realization 

■ 

1,800 


Realization 

■ 



(Expenses) 

■ 



Accounts 

■ 



B’s Loan 


20,000 


Receivable 

■ 



Capital : 

1 




1 



A 80,800 

B 81,300 

C 76.800 

1 

2,38,900 


Total 


2,67,500 


Total 


2,67,500 


A's Capital Account 

Dr. Cr. 


Date 

2003 

Particulars 

J.F 

Amount 

(Rs.) 

Date 

2003 

Particulars 

J.F. 

Amount 

(Rs.) 

Mar 

31 

Bank 

■ 

80,800 

Mar 

31 

Balance b/f 
Realization (Gain) 


27,000 

53,800 


Total 


80,800 


Total 




Total 





































Patiiculars 


Mar Realization (JLP) 
31 Bank 



Date 

2003 

Particulars 

Mai' 

31 

Balance b/f 
Realization (Gain) 



Date 

2003 

Particulars 

Mar 

31 

Bank 


J.F. Amount Date Paiticiilars 
(Rs.) 2003 


76,800 Mar 
31 


76,800 


Balance b/f 
Realization (Gain) 


J.F. Amount 
(Rs.J 



Illustration 7 (Preparation of ledger accounts) 

R and K are equal partners. They decided to dissolve their firm as on December 
31, 2000. Their Balance Sheet on that day stood as under : 


Balance Sheet of R and K as at December 31, 2000 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 

10,000 

Land and Buildings 


Bills Payables 

20,000 

Furniture and Fittings 

14.000 

Capitals ; 


Lorry 


Ram 15,000 


Stock 


Krishan 15,000 

30,000 

Debtors 




Cash 


Total 





They decided to take up liabilities : R : Sundry Creditors and K : Bills 
Payable. Assets realized - Debtors Rs. 4,000; Furniture - Rs. 10.000; Stock 
Rs. 4,000; Lorry Rs. 15,000 and Land and Buildings Rs. 35,000. Expenses on 
realization amounted to Rs. 500. 
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Record necessaiy journal entries for the above transactions and prepare 
realization account, cash account and capital accounts of partners. 

Solution 

Books of R amd K 


Jomrsial 


Date 

2000 

Paiiiculars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(RsJ 

Dec 31 

Realization a/c 

Dr. 


55,000 



Debtors 




6,000 


Fiirniture and Fittings 




14.000 


Stock 




5,000 


Lorry 




10,000 


Land iind Building 




20,000 


(Asset Accounts Closed) 






Sundry Creditors 

Dr. 


10,000 



BiUs Payable 

Dr. 


20,000 



Realization a/c 




30,000 


(Transfer of Liability) 






Cash a/c 

Dr. 


68,000 



Realization a/c 




68,000 


(Assets realised) 






Realisation a/c 

Dr. 


500 



Cash a/c 




500 


(Expense on Realization paid oflj 






Realization a/c 

Dr. 


30,000 



R 




10,000 


K 




20,000 


(Liabilities taken over by partners 






R -■ Sundry creditors, K - 






Bills payable) 






Realization a/c 

Dr. 


12,500 



R 




6,250 


K 




6,250 


(Profit credited) 






R 

Dr. 


31,250 



K 

Dr. 


41,250 



Cash a/c 




72,500 


(Final payment to partners) 
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Realization Account 


Dr. 


Cr. 


Date 

Particulars 

J.F. 

Amount 

Date 

Particulars 

J.K 

Amount 

2000 



(Rs.) 

2000 



(Rs.) 

Mar31 

Sundry Debtors 

■ 

6,000 

MarSl 

Sundry creditors 


10,000 


Furniture 


14,000 


Bills Payable 


20,000 


and Fittings 

■ 



Cash : Assets 


68,000 


Stock 

■ 

5,000 


Realized 




Lorry 

■ 

10,000 






Land and 

■ 

20,000 






Buildings 

R (Creditors) 

■ 

10,000 






K (Bills 

■ 

20,000 






Payable) 

Cash - (Expenses 
on Realization) 

1 

500 






Capital - (Gain on 
Realization): 

R 6,250 

K 6.250 

1 

12,500 






Total 


98,000 


Total 


98,000 


Dr. 


Cash Account 


Cr, 


Date 

2000 


J.F. 

Amount 

IRs.) 

Dote 

2000 

Particulars 

J.F. 

Amount 

(Rs.) 

Dec31 

Balance b/f 
Realization - 

Assets 

1 

5,000 

68,000 

Dec31 

Realisation - 
Expenses 

Capitals - 
R 31,250 

K 41.2.50 

1 

500 

72,500 


Total 


73,000 


Total 

-1 

73,000 


R's Capital Account 

Dr. Cr. 


Date 

2000 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2000 

Particulars 

J.F. 

Amount 

(Rs.) 

1 

Balance c/f 

1 

31,250 

Dec31 

Balance b/f 
Realization 

Creditors 

Reallzatlon(Galn) 


15,000 

10,000 

6,250 


Total 


31,250 


Total 
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Krishan's Capital Accomt 



Amount 

(Rs.) 

Date 

2000 

41,250 

Dec31 




Cr, 


J.F. Amount 
(Rs.) 


Reallzatiij)n 
(Bills Payable) 
Realizaticj u- ProM 
Total ' 



Illustration 8 (Unrecorded assets and liabilities) 

Lata, Geeta aaid Neeta were partners sharing profits In the ratio of 5:3:1. They 
decided to dissolve the partnership on March 31, 2001 and ttieir balance sheet 
was as under. 

Balance Sheet Lata, Geeta and Neeta as at March 31, 2001. 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry creditors 

16,600 

Plant and Maclilneiy 

40,000 

Bills payable 

3,400 

Stock 

10,000 

Mortgage loan 

15,000 

Debtors 25.000 


General reserve 

4,500 

Less ; provision 5.000 

20,000 

Capital accounts : 


Cash at bank 

19,500 

Lata 22.000 




Geeta 18,000 

1 



Neeta 10,000 

50,000 




Total 



There was a typewriter written off which realised Rs. 500. They had a Joint 
life policy of Rs. 20,000 which was surrendered for Rs. 5,000. Goodwill was 
sold for Rs. 5,000. Other assets realized - stock Rs. 6,700; debtors 50%: plant 
and machineiy 10% less tlian its book value. Creditors were paid Rs. 16,000. 
But an outstanding biU of Rs. 400 for repairs was to be paid off. Exfienses on 
realization amounted to Rs. 620. 


Give Journal entries to record the above transactions and also prepare 
necessary ledger accounts. 



























232 


ACCOUNTANCY 


Soliatioii 


Books of Lata, Geeta and Neeta 
Journal 


Date 

2001 

Particulars 

■ 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Mar 31 

Realization a/c. 

Dr. 


70,000 



Stock 




10,000 

■i, • 

Sundry Debtors 




20.000 


Plant and Maclrineiy 




40,000 


( All assets transferred to realization account] 





Sundry Creditors a/c 

Dr. 


16.600 



Bills Payable a/c 

Dr.' 


3,400 



Mortgage loan a/c 

Dr. 


15,000 



Realization a/c 




35,000 


( All external liabilities transferred 



' 



realization account) 






Realisation a/c 

Dr. 


16,000 



Bank a/c 




16,000 


( Payment made to creditors) 






Realization a/c 

Dr. 


400 



Bank a/c 




400 


(Outstanding bill of repairs paid off) 






Bank a/c 

Dr. 


5,500 



Realization a/c 




5,500 


(Unrecorded assets - a typewriter and 






JX.P Surrender value realized Rs. 500 and 





Rs- 5,000 respectively) 






Batik a/c 

Dr. 


52,700 



Realization a/c 




52,700 


(Assets realized at the time of dissolution) 





Realization a/c 

Dr. 


15,400 



Bank a/c 




15,400 


( BUIS payable and mortgage paid off) 






Realization a/c 

Dr. 


620 



Bank a/c 




620 


(Realization expenses paid off) 






Lata’s capital a/c 

Dr. 


5,400 



Geeta's capital a/c 

Dr. 


3,240 



Neeta's capital a/c 

Dr. 


1,080 



Realization a/c 




9.720 


1 (Transfer of loss to partner’s capital account) 





General Reserve a/c 

Dr. 


4,500 



Lata’s capital a/c 




2,500 


Geeta's capital a/c 




1,500 


Neeta’s Capital a/c 




500 


1 (General reserve distributed among partners] 





Lata’s Capital a/c 

Dr. 


19,100 



Geeta’s Capital a/c 

Dr. 


16,260 



Neeta’s Capital a/c 

Dr. 


9.420 



Bank a/c 




44.780 


1 (Final payment to partners after dissolution) 
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Bills Payable Accoimt 


Dr. Cr. 


Date 

2001 

Particulars 

J.F). 

Amount 

(Rs.) 

Date 

2001 

Particulars ' 

J.F. 

Amount 

(Rs.) 

Mar3] 

Realization 


3,400 

Mar31 

Balance b/f 


3.400 


Mortgage Loan Account 


Dr. ■_Cr. 


Date 

2001 

Particulars 

J.R 

Amount 

(Rs.) 

Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

Mar31 

Realisation 


15,000 

Mar31 

Balance b/f 


15,000 


General Reserve Account 


Dr. Cr. 


Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2001 

Particulars 

J.F. 

— 

Amount 

(Rs.) 

Mar31 

Capites : 

Lata 

Geeta 

Neeta 

1 

2.500 

1.500 
500 

MarSl 

Balance b/f 

1 

4,500 


Total 


4,500 


Total 


4,500 


Stock Account 


Dr. Cr. 


Date 

2001 

Particulars 

J.F. 

Armvnt 

(Rs.) 

Date 

2001 

Particulars 

J.F 

Amount 

(Rs.) 


Balance b/f 


10,000 

MarSl 

Realization 

■ 

10,000 


Debtors Account 

_ _Cr. 


Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 


Balance b/f 


25,000 

MarSl 

Realization 


25,000 


Provision for Bad and Doubtful Debts Account 
Dr. Cr. 


Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 


Realization 


5,000 

MarSl 

Balance b/f 


5,000 
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Creditoia Account 

f- Cr. 


s 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2001 

Pai-ttculars 

J.F. 

Amount 

(RsJ 


Realization a/c 


16,600 

Mar31 

Balance b/f 


16,600 


Plant and Machinery Account 



Amount 

(Rs.) 

Date 

2001 

40,000 

Mar31 



Realization Account 


J.F. Amount 
(RsJ 


40,000 



Pcuiiculars 


Mar31| Stock 

Debtors 

Plant and Machine' 
Bank ; 

Sundry 

creditors 16,000 
Bills 

payable 3,400 
Mortgage 15,000 
loan 

Banlc ; (repairs 
outstanding) 
Realization 
expenses 


Amount 

(Rs.) 


10,000 Mar31 

25,000 

40,000 


34,400 

400 

620 


Particulars 


Provision for 
bad debts 
Sundry creditors 
Bills payable 
Mortgage loan 
Banlc - assets 
realized : 

Stock 6,700 
Debtors 12,500 
Plant and 36,000 
Machinery 
Banlc - unrecorded 
assets realised - 
Goodwill 2,500 
Typewriter 500 
Joint 

life policy 2,500 
Partner Csipltals - 
I>oss : 


1,10.420 


Capital Account 


Lata 

Geeta 

Neeta 


Total 


5,400 

3,240 

1,080 


16,600 

3,400 

15,000 


55,200 







9,720 


1,10,420 


Cr. 
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Bank Accotmt 


Dr-________ 


Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

Date 

2001 

Particulars 

J.F. 

Amount 

(Rs.) 

MarSl 

Balance b/f 


19,500 

Mar31 

Realization 


34,400 


Realization 




(liabilities) 

■ 



(Assets 




Realization 


400 


Realized) 


55,200 


(unrecorded 

H 



Realization 


5,500 


liabilities) 




(Unrecorded 




Realization 

1 

620 


assets) 

■ 



(Expenses) 

Capitals : 

1 




1 



Lata 19,100 

Geeta 16,260 
Neeta 9.420 

1 

44,780 


Total 


80,200 


Total 


80.200 


Illustration 9(Preparation of ledger accounts) 


Following is the Balance Sheet of Raman and Ramesh on June 30, 2002. 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry creditors 

20,000 

Goodwfll 


10,000 

Bills payable 

20,000 

Building 


25,000 

Bank overdraft 

10,000 

Plant and fittings 


25,000 

Mrs. Raman's loan 

20,000 

Investment 


15,300 

Ramesh’s loan 

10,000 

Stock ' 


8,700 

Investment fluctuation 

2,800 

Debtors 

17,000 


fund 


Less provision 



Employee's provident 

1,200 

for bad debts 

2.000 

15,000 

fund 


BlUs receivable 


10,000 

General reserve 

2.000 

Cash at bank 


13,000 

Raman's capital 

20,000 

Profit and loss 


4,000 

Ramesh’s capital 

20,000 




Total 

1,26,000 

Total 

1,26,000 


The firm was dissolved on June 30. 2002 and following was the position : 

1. Raman agreed to pay off his wife’s loan. 

2. Debtors realized Rs. 12,000. 

3. Ramesh took away all the investments at Rs. 12,000. 

4. Other assets realized as follows : 


























accouktancy 



Plant, and Fittings 20,000 

Building 50,000 

Goodwill 6,000 

5. Sundry creditors and Bills payable were settled at 5% discount. 

6. Raman accepted stock at Rs 8,000 and Rainesh took over bills receivable 
at 20% discount. 

7. Realization expenses amounted to Rs. 2,000. 

Record journal enbies and also prepare various ledger accounts. 


Sotaticsm 


Books of Maman aiid Ramos'h 
Jourasd 


Date 

2002 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

C'redit 

Amount 

(Rs.) 

June 30 

Realization a/c 

Dr. 


1,11,000 

■n 


Investments 






Stock 




■n 


Bills receivable 




10,000 


Debtors 




17,000 


Plant and littings 




25,000 


Buildings 




25,000 


Goodwill 




10,000 


(Sundry asset accounts closed by 






transferring to Realization accounts) 






Provision for bad and doubtful debts a/c 

Dr. 


2,000 



Sundry creditors 

Dr, 


20,000 



Bills payable 

Dr, 


20,000 



Bank overdraft 

Dr. 


10,000 



Mrs. Raman's loan 

Dr. 


20,000 



Emplo^rees provident 

Dr. 





Investment fluctuation fund 

Dr, 





Realization a/c 




76,000 


(Sundry ejdernal liabilities transferred 

to 





Realization account) 






Realization a/c 

Dr, 


38,000 



Bank a/c 




38,000 


(Payment to creditors and bills payable) 
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Realization a/c I 

Bank. a/c. 

(Pa;yraent ol' bank overdraft, and 
employees’ provident fund) 


Realization a/c ] 

Bank a/c 

(Payment of realization expenses) 


Realization a/c I 

Raman's Capital a/c 
(Mrs. Raman’s loan paid off by Raman) 


Bank a/c I 

Realization a/c 
(Assets realized) 


Ramesh's Capital a/c ] 

Raman’s Capital a/c I 

Realization a/c 

(Bills receivable taken over by Ramesh 
and investments and stock taken over 
by Raman) 


Realization a/c 1 

Ramesh’s Capital a/c 
Raman’s Capital a/c 
(Profit on realization) 


Ramesh’s loan a/c ] 

Ramesh's Capital a/c 
(Ramesh’s loan transferred to his capital) 


General Reserve a/c ] 

Ramesh’s Capital a/c 
Raman’s Capital a/c 
(General reserve distributed) 


Raman's Capital a/c ! 

Ramesh’s Capital a/c 
Proft and Loss a/c 
(Transfer of loss to partners' capital 
accounts) 


Raman’s Capital a/c 
Ramesh’s Capital a/c 
Banli a/c 

(Final payment to paidners) 


11,200 


20,000 


88,000 


20,000 

8,000 


9,800 


10,000 


2,000 


2,000 

2,000 


35.900 

13.900 
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Date Particulars 
2002 


June Investments 
30 Stock 

Bills receivable 
Debtors 

Plant and fittings 
Buildings 
Goodwill 
Bank - 

Creditors 19,000 
Buis Pavable lO.QQO 
Bank - Bank 
Overdraft 
Employee's P.F. 
Bank (Realization 
Expenses) 

Raman's Capital : 
(Mrs. Roman's loan) 
Capital Account; 
Raman 4,900 
Ramesh 4,900 



15,300 

8,700 

10,000 

17,000 

25,000 

25,000 

10,000 

38,000 

10.000 

1,200 

2,000 

20,000 


9,800 


1,92,000 


Provision for bad 
and Doubtful 
debts 

Sundry creditors 
Bills payable 
Bank overdraft 
Mrs. Raman's loan 
Employees’ P.F. 
Investment 
Fluctuation 
Fund 
Bank - 

Debtors 12,000 
Plant and 20,000 
Fittings 

Building 50,000 
Goodwill _ 6.000 
Ramesh's capital- 
BiUs Receivable 
Raman’s Capital- 
Stock 

Ramesh's Capital- 
Investment 


Total 



12,000 


1,92,000 


Bank Account 

Dr. Cr, 


Date 

2002 

Particulars 

J. 

F. 

Amount 

(Rs.) 

Date 

2002 


g 

■mg 

June 

Balance b/f 

■ 

13,000 

June 

Realization : 

■ 


30 

Realization : 



30 

Creditors 19,000 




Debtors 12,000 

■ 



Bills Payable 19.000 


38,000 


Plant and 20,000 




Realization 




Fittings : 

H 



Expense 


2,000 


Buildings 50,000 




Realization - 




Goodwill 6.000 

I 

88,000 


Employees’ 


1,200 






Provident fund 





1 



Realization - 





■ 



Bank Overdraft 


10,000 



■ 



Raman's Capital 


35,900 



■ 



Ramesh’s Capital 


13,900 


Total 


1,01,000 


Total 

■ 
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Capital Accounts 


Dr. Cr. 


Date 

Particulars 

JE 

Raman 

Ramesh 


Particulars 

LE 

Raman 


2002 



Rs. 

Rs. 




Rs. 

B^^ 

June 

Realization - 

■ 



June 

Balance b/f 

■ 

20,000 

20,000 

30 

Investment 

■ 


12,000 


Loan 

■ 

- 

10,000 


Bills receivable 

■ 


8,000 


Mrs. Raman's 

■ 

20,000 

- 


Stock 

■ 

8,000 



loan 

■ 




Profit and Loss 

■ 

2,000 

2,000 


General Reserve 

■ 


1,000 


Bank - 

■ 

35,900 

13,900 


Realization 

■ 


4,900 


(settlement 

amount) 

1 




(Profit) 

■ 

■ 



Total 


45,900 

35,900 


Total 

B 

mm 

35,900 


Terms introduced in tMs; cliapter 

® Dissolution of Partnership 

® Dissolution of Firms 

® Partnership at WtU 

® Realization account 
e Compulsory dissolution 

® Dissolution by notice 



1. Dissolution of partnership Jirm 

The dissolution of a firm implies the discontinuance of the partnership business 
and separation of economic relation between the partners. In the case of a 
dissolution of a firm, the firm closes its business altogether and realizes all its 
assets and settles all liabilities. The payment is made to the creditors, first out of 
profits and assets realized, next out of the contributions made by the partners tn 
their profit sharing ratio. When the final payment is made to the partners for their 
due share, the books of the firm are closed. 




















ACCOUNTANCY 



2. Dissolution of Partnership 

A partnership gets terminated in case of admission, retirement and death of a 
partner. But the firm continues its business. 

3. Realization Account 

The Realization Account is prepared to record the transactions relating to sale and 
realization of assets and settlement of creditors. Any profit or loss arising out of 
this process is shared by the partners in their profit sharing ratio. Partners are 
paid off in the final settlement, tf any sum la due to them. At the end Cash/Bank 
Account is closed by making payment to partners. 




1. Objective Type Quesiioris 

A. On the dissolution of a firm the cash-on-hand is transferred to ; 

(i) Realization Account 

I 

(it) Capital Accounts of the partners In profit sharing ratio 
(ill) Cash Account 
(Iv) Creditors' Account. 

B. On dissolution of a partnership, the realization account is debited -with 
(1) All the liabilities of the firm 

(il) Cash received on the sale of the assets 
lli) Any asset taken over by one of the partners 
(iv) All assets to be realized. 

C. On dissolution of a firm, creditors are paid out of 

(i) Profits, realized assets, and contributions by partners 
(U) Contributions by partners, realized assets and profits 
(Ul) Realized assets, profits, contributions by partners 
(iv) None of the above. 

2. Short Answer Questions 

(i) What is Realization Account? 

(ii) List the order of payment to creditors. 

(tU) How deficiency of creditors is paid off? 
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3. Gurmeet, Harinder and Jagat are In partnership sharing profits and losses In 
the ratio of 5:3:2. They were trading in readymade garments for sports persons. 
They started facing problems due to changes In fashions and therefore, agreed 
to dissolve the firm on. March 31, 2002, when their Balance Sheet stood as 
follows : 


Gurmeet, Harinder and Jegat 
Balance Sheet as at March 31, 2002 


Liabilities 


Amount 

Assets 

Amount 



(Rs.) 

(Rs.) 


Notes Payable 


50,800 

Land and brrlldlng 

80,000 

Sundry Creditors 

29,200 

Cash 

30.000 

Advance from Harinder 

40,000 

Marketable securities 

20,000 

Current accounts 


Sundry debtors 50,000 


Gurmeet 

2,400 


Less ; Provision for 


Harinder 

1,460 


Doubtful debts II.76O 

38,240 

Jagat 

Capitals : 

1,740 

5,600 

Stock 

34,360 

Girrmeet 

50,000 


Equipment 

23,000 

Harinder 

30,000 




Jagat 

20.000 

1,00,000 



Total 

2,25,600 

Total 

2,25,600 


They realized as follows : 

Land and buildings Rs,70,000: Marketable Securities Rs. 18,000; Sundry 
Debtors Rs, 47,000; Stock Rs.30,000; Equipment Rs. 22.240. 

Close the books of tire firm showing the necessary ledger accounts. 

4. Deshmukh and Desai started a partnership firm selling tinned food products 
on April 1, 2000. They are conhibuted Rs. 30,000 and Rs. 20,000. Profits to 
be! shared in proportion to their capitals. They conducted the business for a 
period of three years, the business results of which are as follows : 

For the 1st year ending on March 31, 2001 - Profit of Rs.30,000 
For the 2nd year ending on March 31. 2002 - Profit of Rs.22,200 
For the 3rd year ending on March 31, 2003 - Loss of Rs. 5,380 
As the business slumped into making losses, they decided to dissolve the firm 
on March 31, 2003.'The partners were drawing Rs. 4,000 each p.a. Creditors 
amounted to Rs. 16,400 on the date of dissolution. Assets of the firm wei’e 
sold for Rs. 75,000 at an expense of Rs. 550. 

Close the books of the firm and prepare necessary ledger accounts. 
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5, Naresh and Munish are equal partners running general stores Including some 
fancy goods, On March, 31, 2000, they decided to dissolve the firm. Their 
financial position on that day is given below : 


Naresh and Munish 
BEdance Sheet as at March 31i 2000 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Accounts Payable 

1,800 

Bank 

2,000 

Capitals : 



Account Receivable 

3,800 

Naresh 

12,000 


Stock 

10,000 

Munish 

S.OOO 

20,000 

Furniture 

2,000 




Lease 

4,000 

Total 

21,800 

Total 

21,800 


Various assets realized as under: Lease Rs. 6,000; Furniture Rs. 2,200; Stock 
Rs, 9,200; Debtors Rs. 3,600. Creditors agreed to accept Rs. 1,720 as final 
settlement. Expenses amounting to Rs. 128 were spent for realization. Prepai'e 
the required ledger accounts to close tlie books of the firm. Record necessary 
journal entries. 

6. Read the following information ; 


X. Y and 2 

Balance Sheet as at 31st March, 2001 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Accounts Payable 

25,200 

Land and BuUdlngs 

11,750 

Joint Life Policy Reserve 

5,000 

Cash at Bank 

3,250 

General Reserve 

6,000 

Stock 

8,000 

Capitals : 


Accounts Receivable 

10,050 

X 15,000 


Investments 

31,300 

Y 10,000 

Y 5.000 

30,000 

Office Equipment 

1,850 

Total 

66,200 

Total 

66,200 


X, Y and Z were sharing profits in proportion to their capitals. They agreed to 
dissolve the firm on the date. X and Y took over Investments and stock at 
Rs, 9.000 and Rs. 8,750, respectively. Office equipment was taken over by Z 
at book value. Accounts receivable and land and buUdlngs realized Rs. 28,500 
and Rs. 12,500, respectively. The firm incurred Rs. 225 as realization expense. 
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A bill receivable discounted by banlcers was dishonoured and the firm had to 
pay Rs. 250 to the bankers. 

Record journal entries and prepare the ledger accounts to close the books of 
tlie firm, 

7. Tire following is the Balance Sheet of Arun and Tarun sharing profits 3:2 as on 
December 31, 2001 : 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 

40,000 

Cash 

14.000 

Mrs. Arun's Loan 

10,000 

Stock 

8,000 

Tarun's Loan 

15,000 

Debtors 18,000 


General Reserve 

5,000 

Less : Provisions 1.000 

17,000 

Capitals : 


Furniture 

4,000 

Arun 10,000 


Plant 

30,000 

Tarun 8.000 

18,000 

Investments 

Profit and Loss 

10,000 

5,000 

Total 


Total 

88,000 


The firm was dissolved on December 31, 2001 and the following was the result: 

(a) Arun took over investments at Rs. 8,000 and agreed to pay off the loan of 
his wife. 

(b) The asset realized as follows : 

Stock - Rs. 2,000, Debtors - Rs. 20,500, Furniture Rs. 1,000 more, 

Plant - Rs. 20,000 less. 

(c) Expenses of realization were Rs. 1,200. 

(d) Creditors were paid off less 3% discount. 

Show ledger accounts to close tire books of the firm. 


8. Amar, Akbar and Anthony are partners sharing profits tn the proportion of 
1/2:1/3 and 1/6, respectively. The firms’ Balance Sheet of March 31. 2001 
was as follows ; 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 

19,000 

Cash at Bank 

2,500 

Buis Payable 

5.000 

Debtors 16,000 


Reserve Fund 

12,000 

Less : Provision 500 

15,500 

Capital Account : 


Stock 

25,000 

Amar 40,000 


Motor Vans 

8,000 

Akbar 30,000 


Plant and Machinery 

35,000 

Anthony 25.000 

95.000 

Factory Buddings 

45,000 

Total 

1,31,000 


1,31,000 
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Assets realized Rs. 1,20,000. Ci'editors were paid off in fuff. Expen,ses of 
reaUzallon amounted Rs, 5,000, Close the books of accounts. 


9. Ram, Shyam and Abrar were partners shaitng profits and losses in the ratio of 
2:2:1. On January 1, 2002. their Balance Sheet was as foUowfs ; 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Sundry Creditors 

12,000 

Cash in Bank 

12,200 

General Reserve 

5,000 

Debtors 8,000 


Capital Accounts : 


Less : Provision 200 

7,800 

Ram 15,000 


Stock 

6,000 

Shyam 12,000 


Furniture 

2,000 

Abrar 6,000 

33,000 

Buildings 

22,000 

Total 

SO,000 

Total 

50,000 


The firm was dissolved on that date, The assets realized as under : 

Debtors Rs. 7,000 

Stock Rs. 5,000 

Furniture Rs. 1,000 

Buildings Rs. 25,000 

The creditors were settled for Rs. 11,000. It was found, however, Qiat there 
was a liability for Rs, 3,000 for damages which had to be paid. 

The expenses of dissolution amounted to Rs.1,000. 

Give the Realization Account, the Capital Accounts of tire partners and the 
Bank Accoimt. 

to. A, B and C commenced business on January 1, 2000, with capitals of 
Rs. 50,000, Rs, 40,000 and Rs. 30,000. respectively. Profits were shares in 
the ratio of 4:3:3. During 2000 and 2001 they made profits of Rs. 20,000 and 
Rs. 25,000 respectively. Each partner withdrew Rs. 5,000 per year. 

On 31st December, 2001, the firm was dissolved. Creditors and cash on that 
date were Rs, 12,000 and Rs, 2,000 respectively. The. assets realized were 
Rs. 1,50,000. Creditors were settled for Rs. 11,500. Realization expenses were 
Rs. 500, Prepare the Realization and Cash Accounts. 

11. Mohan, Sohan and Rohan were in partnership sharing profit,? equally. Tliey 
decided to dissolve the partnership. 

The assets and liabilities as on December 31, 2003, the date of dissolution, 
were as follows : 
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BalasMie Sheet of Mohaii, Sokan imd Rohan as at Dec 31, 2003 


"LiribUities 

Amount 

m.) 

Assets 

- ■ 

Amouni 

(lis.) 

.Sundry Creditors 

18,000 

Cash 

2,000 

Capital Accounts : 


Sundry Assets 

52,000 

Mohan 25,000 

Sohan 12,500 

37,500 

Rohan’s Capital 

1.500 


ss.soo 




It 13 agreed among partners that Mohan takes over the assets at a value of 
Rs, 48,000 liabilities at a Value of Rs. 17,000. lire partners are required to 
adjust the account as between themselves on a cash basis. 

Close the books of the firni. 

12. The Balance Sheet of Bora, Singh and Ibrahim sharing profits in the ratio of 
3:2:1, respectively stood as follows on June 30, 2002. 


Balance Sheet of Bora, Singh and Ibrahim as at June 30, 2002 



Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Creditors 

50,400 

Cash 

3,700 

Joint Life Policy Reserve 

10,000 

Stock 

20,100 

Reserve Fund 

12,000 

Debtors 

62,600 

Bora Rs.30,000 


Investment 

16,000 

Singh Rs.20,000 


Furniture 

6,500 

Ibrahim Rs. 10,000 

60,000 

Buddings 

23,500 

Total 

1,32,400 

Total 



Ihe firm was dissolved as on that date. For the purpose of dissolution, the 
investment were valued at Rs. 18,000 and stock at Rs. 17.500. Bora agreed to 
take over Investment and Singh to take over stock. Ibrahim took over the 
furniture at book value. Debtors and Buildings realized Rs. 57,000 and 
Rs. 25,000 respectively. Expenses of realization amounted to Rs. 450. 

In addition, one bill for Rs. 500 under dlscormt was dishonoured and had to 
be talcen up by the firm. 

Prepare the necessary ledger accounts to close the books of the firm. 

13, Give the necessaiy Journal entries in each of the following alternative cases ; 

(i) Realization expense,s amoimted to Rs. 500 

(ii) Realization ejqjcnses amounted to Rs. 500 and tlie partner has to bear 
realization expenses. 
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(111) ‘A’ one of the partners was to bear all the realisation expenses for 
which he was given a commission of 2 % of net cash realised from 
dissolution. Cash realised from assets was Rs 25,000 and cash paid 
for liabilities amounted to Rs 5,000. 

14. ‘Z’ & T are two partners sharing profits in the ratio of 2 :1 . Give the Journal 

entry at the time of dissolution In the following cases. 

(I) Deferred revenue advertising expenditure appeared at Rs 30,000. 

(II) Profit & Loss a/c was appearing on the asset side of balance sheet at 
Rs 60,000. 

(Hi) An unrecorded investment of Rs 6,000. 



Dissolution 

3. Loss on Realization Rs 8,360 
Amount paid to Gurmeet Rs. 48,220 
Amount paid to HarmlnderRs. 28,952 
Amount paid to Jagat Rs. 20,068 

4. Sundry assets before dissolution Rs. 89,220; 
Less on Realization Rs. 14,770 

Amount paid to Deshmukh Rs. 37,230. 
and Desal Rs. 20,820. 

5. Profit on Realization Rs. 1,152; 

Amounts paid to Naresh Rs. 12,576 and 
Munlsh Rs. 8,576. 

6. Loss on Realization Rs. 2,825; 

Payment to x Rs. 10,088 
Payment to y Rs. 3,975 
Payment to z Rs, 4.512. 

7. Loss on Realization Rs. 23,500 
Amount paid by Arun Rs. 2,100 
Amount paid by Tarun Rs. 1,400 

8. Loss on Realization : Rs 13,500 
Amount paid to Amar : Rs 39,250 
Amount paid to Akbar : Rs 29,500 
Amount paid to Anthony : Rs 24,750 

9. Loss on Realization : Rs 2,800 
Amount paid to Ram : Rs 15,880 
Amount paid to Shyam ; Rs 12,880 
Amount paid to Abrar ; Rs 6,440 
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10. Membrandum B/S (Total) ; Rs 1.47,000 
Profit on Realization ; Rs 5,000 
Amount/Cash paid to A : Rs 60,000 
Amount/Cash paid to B : Rs 45,000 
Amount/Cash paid to C ; Rs 35,000 

11. Loss on Realization : Rs 3,000 
Amount/Cash paid to Sohan : Rs 11,500 
Amount/Cash paid by Mohan ; Rs 7,000 
Amount/Cash paid by Rohan : Rs 2,500 

12. Loss on Realization ; Rs. 2,650. 



Chapter 6 


COMPANY ACCOUNTS 

ISSUE OF SHARE CAPITAL 


LBAHMNG OBJECTIVES 

After studying this chapter, you will 

be able to : 

® Explain the concept and 
nature of a Joint stock 
company; 

® Appreciate terms relating to 
the issue of shares; 

® Record the transactions 

relating to issue of shares 
including over subscription of 
,shares under different issue 
prices; 

® Record forfeiture of shares Eind 
reissue of forfeited share under 
vaiyUrg conditions; 

o Record the transactions 

relating to die Issue of shares 

to employees under Employee 
Stock Option Plan and 

Employee Stock Purchase 
Scheme; 

® Explain the process of buy ^ 
back of shares; 

* Portray share capital in the ' 
Stance Sheet. 


The incessant human need to grow and 
grow fmtlier "without bounds has given 
rise to the expansion of business 
activities which in turn has 
necessitated the need to increase the 
scale of operations so as to provide 
goods and services to the ever 
increasing needs of the growing 
population of consumers. This requires 
large amount of money, modern 
technology, large human contribution, 
that is not possible to arrange under 
partnership or proprietorship. Human 
mind has given rise to a concept of 
organizational form Imown as 'Joint 
Stock Company', or simply a 'Company' 
or 'Corporation'. Company form of 
organization is one of the most 
ingenious creations of human mind, 
which has enabled the business to 
carry on its wealtli creation activities 
throughout the world. In course of 
time, joint stock company became so 
important an institutional form for 
business enterprise that it has been 
able to carve out a peculiar place for 
itself in the sphere of wealth-generating 
functions of society as well as in the 
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field of business operations. This chapter deals with the accounting for 
share capital of the company. Specifically, it deals with the concept of 
company, concept and type of shares, the different prices and modes of 
issue of shares and the related accounting matters. 


The word 'Company', in everyday usage, implies an assemblage of persons 
for social purpose, companionship or fellowship. As a form of organization, 
the word 'company' implies a group of people who voluntarily agree to 
form a company. However, in law 'company' is termed as company which 
is formed and registered under The Companies Act, 1956, or an existing 
company formed and registered under any of the previous laws (Act or 
Acts relating to companies before the Indian Companies Act 1956, the 
Companies Act, 1882, the Indian Companies Act 1913, or any law governing 
companies in the State of Jammu and Kashmir before the commencement 
of Central Laws Act, 1968 and Portuguese Commercial Code). As per this 
definition of law, there must be group of persons who agree to form a 
company under the law and once so formed, It becomes a separate legal 
entity with a distinct name of its own. Its existence Is not affected by the 
change of members. Generally, the capital of the company consists of 
transferable shares, and members have limited liabilities. 

6.1.1 Meaning 

While the invention of steam power ignited the human imagination to build big 
machines for the mass production of goods, the need to separate the 
management from ownership gave birth to a form of organization today known 
as 'company'. Since company begs its origin in law, let us see how the corporate 
laws define 'company'. According to The Companies Act, 1956, a company is a 
company formed and registered imder this Act or an existing company formed 
and registered under any of the defined laws (Act or Acts relating to companies 
before the Indian Companies Act, 1866, the Companies Act, 1882, the Indian 
Companies Act, 1913 or any law governing companies in the State of Jammu 
and Kashmir before the commencement of Central Laws Act, 1968 and 
Portuguese Commercial Code). This definition does not help us to understand 
the true concept and nature of the company. The company can, in simple 
words, be described as an organization consisting of individuals, called 
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shareholders by virtue of holding the shares of a company, who are authorized 
by law to elect a board of directors and, through it, to act as a separate legal 
entity as regards its activities. Therefore, to get to the heart of the nature of the 
company, let us examine the concept of company propounded imder corporate 
Jurisprudence. 

According to Justice Marshall, "A corporation Is an artificial being. Invisible, 
intangible and existing only in the contemplation of law". 

In the same manner. Lord Justice Hanay has defined a company as "an 
artificial person created by law with a perpetual succession and a common seal", 

A common thread rumiing through the various definitions of 'company' is 
that It is an association of persons created by law as a separate body for a 
special purpose, At the same time, definitions have laid down certain 
characteristics of a corporate organization, which make it out as a separate 
and unique organization which enables the people to contribute their wealth 
to the capital of the company by subscribing to its shares and appointing 
elected representatives to carry out the business. 

6.1,2 Characteristics 

Following are the characteristics of a company : 

(i) Incorporated Association 

A company comes into existence through the operation of law. Therefore, its 
incorporation under The Companies Act is must. Without such registration, 
no company can come into existence. Being created by law, it Is regarded as 
■ an artificial legal person, Also, the registration provides the status of domicile 
to the company. 

(11) Separate Legal Entity 

A company has a sepmate legal entity, which is not affected by changes in its 
membership. Mathematically, the separation of entity of company and that of 
members can be expressed as (n+1), where n is the number of members and 1 
refers to the identity of the company. Therefore, being a separate entity, a 
company can contract, sue and be sued in its corporate name and capacity, 

(Ul) Perpetual Existence 

Since company has existence Independent of its members, it continues to be 
in existence despite the death, Insolvency or change of members. 
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(iv) Limited Liability 

The liability of every shareholder of a company is limited to the amount he has 
agreed to pay to the company on the shares allotted to him. If such shares are 
fuUy paid-up, he is subject to no further liability. 

(v) Divorce between Ownership and Management 

Since the number of shareholders is very large and may be distributed at 
different geographical locations, it becomes difficult for them to carry on the 
operational management of the company on a day-to-day basis. This gives rise 
to the need of separation of the management and ownership. Therefore, the 
control and management of company's affairs is entrusted to the directors 
who are vested with the overall responsibility of management and operational 
control, though the shareholders contribute to the capital. Thus, the managers 
(directors) of the company carry on the business of the company on the basis ' 
of fiduciary relationship with the shareholders. 

(vl) Transferability of Shares 

The capital is contributed by the shareholders through the subscription of 
shares. Such shares are transferable by its members except in case of a private 
limited company, which may have certain restrictions on such transferabilily. 

(vh) Common Seal 

Company is not a natural person, hence it cannot sign the documents in the 
same manner as a natural person would do. In order to enable the company to 
sign its documents, it is provided with a legal arm called 'Common Seal. The 
common seal is affixed on aU documents by the person authorized to do so 
who m turn puts his signature for and on behalf of the company. Thus the 
intangible form of the company gets personified. 

(viii) Right of Access to Information 

The right of the shareholders of a company to inspect its books of accoimts, 
with the exception of books open for inspection under the Statute, is governed 
by the Articles of Association. The shareholders have a right to seek information 
from the directors by participating in the meetings of the company and through 
the periodic reports. 
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(ix) Maiiitenance of Books 

A limited company Is required by law to keep a prescribed set of account 
books and any failure m this regard attracts penalties. 

(x) Periodic Audit 

A company has to get its accounts periodically audited through the chartered 
accountants appointed for the purpose by the shareholders on the 
recommendation of board of directors, 

(xi) Not a Citizen 

A company is not a citizen m the same sense as a natural person is, though it 
is created through the process of law. It has a legal existence but doe,s not 
enjoy the citizenship rights and duties as are enjoyed by the natural citizens, 


6.1.3 Types of Companies 

The following diagram porti-ays the different kinds of companies ; 



Statutory Company ; All those companies, which operate under the special act 
passed by the State Legislature or Parliament, are cadled statutory cortipanies. 
Such companies are not required to use the word ’limited' as part of tlaeir 
name. For example, Reserve Bank of India. Such companies are requii'ed to 
get their accounts audited by Comptroller and Auditor General of indla and 
are publicly accountable to the State Legislature/Parliament. 
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Government Company : According to Section 617 of The Companies Act, 
1956, "a Government Company means any company In v/hich not less than 
51% of the paid-up capital is held by the Cenhal Government, or by any State 
Government or Governments, or partly by tlie Central Government and partly 
by one or more Slate Governments and includes a company which is a 
subsidiaiy of a Government Company". 

Foreign Company : A Foreign Company is one that is Incorporated outside 
India but has business operations in India, 

Holding Company : Under Section 4 (4) of The Companies Act, 1956, a company 
is deemed to be a holding company if tlie other company is its subsidiary 
company. A company becomes a subsidiary company when other company 
controls 51% or more of its paid-up share capital, has right to appoint directors 
on its board, or is a subsidiaiy of another subsidiaiy company. 

Subsidiany Company : According to Section 4 (1), a company is deemed to be 
a subsidiary of another company if and only if — 

(a) That other company controls tlie composition of its board of directors. 
It implies that the controlling company (holding company) has the 
right to exercise the power of appointing or removing any person or a 
majority of persons from the directorship at its own discretion; or 

(b) Tliat otiier compiany holds more than half in its nominal value of its 
equity share capital; or 

(c) That other company is a subsidiaiy of any company, which is that 
other's subsidiary. For example. Company B is a subsidiary of 
Company A, and C is a subsidiary of Company B. Since, Company B 
is a subsidiary of A, C becomes the subsidiary of Company A as weU. 

(d) In case of a body corporate which is incorporated in a country outside 
India, a subsidiary or holding company of the body corporate imder 
the law of such country shall be deemed to be a subsidiary or holding 
company within the meaning and for the purpose of this act whether 
the requirements of this section are fulfilled or not. It Implies that if a 
company operating in India is a subsidiary of a foreign company, it 
will be treated as such irrespective of tlie fact whether in India, if it 
fulfills conditions (a), (b) and (c) listed above or not. 

Registered Company : All those companies that are registered under The 
Companies Act, 1956, are called Registered Companies. 
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Public Company : According to Section 3(l)(iv) of the Act, 'public company' 
means a company which (a) is not a private company; (b) has a minimum 
paid-up capital of Rs. 5 lalchs or such higher paid-up capital; and (c) is a 
private company which is a subsidiary of a company which is not a private 
company. After Companies (Amendment) Act, 2000, a public company cannot 
be registered with a capital of less than Rs. 5 lakhs. A public company may be 
a listed company or an unlisted company. A listed company is apublic company 
which has any of its securities listed in any recognized stock exchange. An 
unlisted company is one whose securities are not listed on any recognized stock 
exchange for trading. 

Private Company : According to Section 3(l)(m), a private company means a 
company which has a minimum paid-up capital of one lalch rupees or such 
higher paid-up capital as may be prescribed, and by its articles ; 

(a) Restricts the rights of members to hansfer its shares 

(b) Limits the number of its member to 50 excluding : (i) persons who are 
in employment of the company; and (11) persons who, having been 
formerly in the employment of the company, were members of the 
company while in that employment and have continued to be members 
after the employment ceased. For this purpose joint holders of shares 
will be counted as single members 

(c) Proliibits any invitation to the public to subscribe to any shares in, or 
debentures of, the company 

(d) Prohibits any invitation or acceptance of deposits from persons other 
than its member, directors, and relatives. 




A company, being an artificial person, does not have capital of its own. The 
shareholders contribute the capital when the shares are offered to them. Every 
company gets the right to offer the shares by virtue of the capital with which it 
is registered at the time of Incorporation. Share capital is the amount of 
money contributed by shareholders for the furthercince of objectives of the 
company for which it was created. 

Types of Share Capital 

The share capital of a company is divided into the six categories ; 
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(i) Authorized, Registered or Nominal Capital: This is tlae amount stated tn the 
'Capital Clause' of The Memorandum of Association, with which the company 
was registered. On registration an advalorem duty is paid on the amount of 
authorized capital. Since company is registered v/ith a' given amount of share 
capital, on Incorporation, it becomes entitled to issue shares of that much 
amount and number. Hence, it is also referred to as authorized capital. The 
prescribed format of the baleince sheet of a company in Schedule AT, uses the 
phrase "Authorized Capital". The share capital is divided into shares of specified 
denomination such as Rs. 10, 50,100 and so on. It is not necessary for a 
company to issue the entire amount of capital mentioned in the memorandum 
at one and the same time. 

(ii) Issued Capital: The part of authoiTzed capital, which is offered to the pubUc 
for subscription, including shai'es offered to the vendors for subscription other 
than cash, is called Issued Capital. 

The part of authorized capital not offered for subscription "^to the public is 
known as 'Unissued Capital', which can be offered to the public at a later date. 

(Hi) Subscribed Capital: It is that part of Issued capital, wliich represents the 
face, or nominal value of shares subscribed for by persons, l.e. applied for by 
prospective shareholders and allotted by the company. This also includes the 
face value of shares Issued by the company for consideration other than cash. 

The balance of Issued capital not subscribed for by the public is called 
Unsubscribed Capital. It is to be noted that 'minimum subscription' of capital 
camiot be less than 90% of the issued amount according to SEBI (Disclosure 
and Investor Protection) Guidelines, 2000 [6.3.8,1 and 6.3.8.21. If this condition 
is not satisfied, the company shall forthwith refund the entire subscription 
amount received. If a delay beyond 8 days occurs, the company shall be liable 
to pay the amount with interest at the rate of 15% [Section 73 (2)]. 

(iv) Called-up Capital : The portion of subscribed capital that the directors 
require the shareholder to pay on the shares allotted to them is known as 
Called-up Capital. The directors may decide to call the entire ammmt or part of 
the amount of the face VEilue of share as the need may be. It is not necessary 
for the directors to caU for the entire ammmt on shares subscribed by the 
shareholders. 

1 

j The balance of subscribed capital, which has not been called up, denotes 
'Uncalled Capital'. This can be required to be paid by the shareholders, as and 
when the directors feel the necessity of additional resources, by making calls. 
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(v) Paid-up Capital ; The amount of called-up capital, which has been actually 
paid by tlie shareholders, is called Paid-up Capital The difference between 
called-up capital and paid-up capital arises due to the reason that some 
shareholders may fail to pay tlie amount called up by the company on the 
shares held by them. The balance of called-up amormt on shares, which has 
not been received by the company, Is termed as Calls-in-Arrears. 

(vi) Reserve Capital: A company may decide by special resolution that certain 
portion of its uncalled capital shall not be available for being called up except 
in the event, and for the purpose, of liquidation. Such a portion is called 
Reserve Capital 

ITie different types of share capital can, for the sake of convenience, be 
schematically presented as follows : 



Example 

A limited Company has been Incorporated with an authorised capital of 
Rs. 10,00,000 divided Into 1,00,000 shares of Rs. 10 each. It offered 90.000 
shares for subscription by the pubhc and, out of these 85,000 shares were 
subscribed for. The directors called for an amount of Rs. 6 per share .and 
received the entire amount except a call for Rs. 2 per share on 500 shares. 
Calculate the amount of different categories of share capital. 
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Solution 


Types of Share Capital 


Ks. 


Authorized Capital 

1,00,000 

Shares of Rs. 10 each 

10,00,000 

Issued Capital 

90.000 

Shares of Rs. 10 each 

9,00,000 

Unissued Capital 

10,000 

Shares of Rs. 10 each 

1,00,000 

Subscribed Capital 

85,000 

Shares of Rs. 10 each 

8,50.000 

Unsubscribed Capital 

5,000 

Shares of Rs. 10 each 

50,000 

Called-up Capital 

85,000 

Shares of Rs. 6 each 

5,10,000 

Uncalled Capital 

85,000 

Shares of Rs. 4 each 

3,40,000 

Paid-up Capital 

85.000 

Shares @ Rs. 6 — SOO 

Shares @ Rs. 2 

5,09,000 

CaUs-in-Arrears 

500 

Shares @ Rs. 2 

1,000 


6.2.1 Shares of a Company 

The word share implies a unit of share capital having property rights. Each 
member of the company has a right to transfer his holding of shares. According 
to Justice Farwel, "A share is the interest of a shareholder in the company 
measured by a sum of money, for the purpose of liability in the first place and 
of interest in the second, but also consisting of mutual covenants entered into 
by aU the shareholders in terms of the Act and the Articles". 

6.2.2 Share 

A share, as applied to the capital of a company, is one of tlie unit into which 
tiie total share capital of a company is divided. Thus, a share is a fractional 
part of the share capital and forms the basis of ovmership interest in a company. 
The persons who contribute money through shares are called Shareholders. 

The amount of authorized capitcil, together with the number of shares in 
which it is divided, is stated in the Memorandum of Association but tlie classes 
of shares in which the company's capital is to be divided, alongwith their 
respective rights and obligations, are determined by the Articles of Association 
of the company. 


6.2.3 Classes of Shares 

The share capital of a company has the distinctive feature of being capable of 
satisfying the Investinent needs of different categories of people ready for 
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investing the money available with them in the share of companies. Under the 
current corporate lavs^, any company can have two types of shares : 

(i) preference shares, and (li) equity shares. Section 86 of Companies Act, 1950 
provides that share capital of a company formed after April 1, 1956, or the 
share capital Issued after that date, shall be of only two kinds, viz., preference 
share capital and equity share capital. Any company, which was registered 
under previous Companies Act and is in operation, will have the nomenclature 
of 'ordinary shares' instead of 'equity shares'. 

It is not, however, necessary, that all the shares of a company that has 
been authorized to issue should be classified. Some may be classified and 
some others may be left unclassified for being issued as a particular class in 
future by the directors of the company. 

6.2.3.1 Preference Share 

According to Section 85 of The Companies Act, 1956, a preference share is 
one, which fulfills the following conditions : 

(a) That it carries a preferential right to dividend to be paid either as a 
fixed amount or an amount calculated by a fixed rate which may be 
either free of or subject to Income tax; and 

(b) That with respect to capital it carries or will carry, on the winding-up 
of the company, the right to the repayment of capital before anything 
is paid to equity shcueholders. 

However, notwithstanding the above two conditions, a holder of the 
preference share may have a right to share fully or to a limited extent in the 
surpluses of the company as specified in the Memorandum or Articles of the 
company. 

6.2.3.1.1 Types qfPreference Shares : Preference shares can be of various types 
which are as follows : 

(i) Cumulative Preference Shares : A cumulative preference share is one that 
carries the right to a fixed amoimt of dividend or dividend at a fixed rate. 
Such a dividend is payable even out of future profit if current year's profits 
are msufflcient for the purpose. This means that dividend on these shares 
accumulates unless it is paid in full and. therefore, the shares are called 
Cumulative Preference Shares. The arreaus of dividend are then shown in 
the balance sheet as a contingent liability. In India, a preference share is 
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always cumulative unless otheirwise stated. In case, the dividend remains 
in arrears for a period of not less than two years, holders of such shares 
will be entitled to take part and vote on every resolution on every matter tn 
the general body meeting of the shareholders. 

(ii) Non-cumulative Preference Shares : A non-cumulative preference share 
carries with it the right to a fixed amount of dividend. In case no dividend 
is declared in a year due to any reason, the right to receive such dividend 
for that year expires. It implies that holder of such a share is not entitled 
to arrears of dividend in future. In case, the dividend remains m arrears 
for a period of not less than two years or an aggregate period of not less 
than three years comprised in the six years ending with the expiry of the 
financial year, holders of such shares will be entitled to take part and vote 
on every resolution at any meeting of the shareholders. 

(Hi) Participating Preference Shares : Notwithstanding the right to a fixed 
dividend, this category of preference share confers on the holder the right 
to participate in the surplus profits, if any, after the equity shareholders 
have been paid dividend' at a stipulated rate. Similarly, In the event of 
winding up of the company, this type of share carries the right to receive 
a pre-determtned proportion of surplus as weU once the equity shareholders 
have been paid off. 

(iv) Non-participating Preference Shares : A share on which only a fixed rate of 
dividend is paid every year, without any accompan 3 ring additional rights 
in profits and in' the surplus on winding-up, is called Non-participating 
Preference Shares. Unless otherwise specified, the preference shares are 
generally non-participating. 

(v) Redeemable Preference Shares: These are shares that a company may issue 
on the condition that the company will repay after the fixed period or even 
earlier at company's discretion. The repayment on these shares is called 
redemption and is governed by Section 80 of The Companies Act, 1956. In 
India, companies can now issue only this category Of preference share. 

(vi) Non-redeemable Preference Shores : The preference shares, which do not 
carry with them the arrangement regai’dtng redemption, are called Non- 
redeemable Preference Shares. According to Section 80(5A), no company 
limited by shares shall issue Irredeemable preference shares or preference 
shares redeemable after the expiry of 20 years frorn the date of issue. 
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(vii) Convertible Preference Shares : These shares give the right to the holder to 
get them converted into equity shares at their option according to the 
terms and conditions of their issue. 

(vUi) Non-convertible Preference Shares : When the holder of a preference shaje 
has not been conferred the right to get his holding converted into equity 
share, it is called Non-convertible Preference Shares. Preference shares 
are non-convertible unless otherwise stated. 

6.2.3.2 Equity Shares 

According to Section 85 of The Companies Act, 1956, an equity share is a 
share which is not a preference share. 

Thus shares, which entitle their holder to the whole of the profits earned 
by the company, after a fixed dividend on preference shares that has been 
paid by it, are equity shares. This class of share confers no light to either a 
fixed dividend or repayment of a pre-determined amount of capital in the event 
of winding-up of the company. According to Section 86 (a) equity share capital 
may be (i) with voting rights: or (ii) with differential rights as to voting, dividend 
or otherwise in accordance with such rules and subject to such conditions as 
may he prescribed. 

6.2.4 Sweat Equity Shares 

Sweat equity shares means the equity shares issued by the company to 
employees or directors at a discount or for consideration other than cash for 
providing know-how or maldng available intellectual property rights provided 
that not less than one year has elapsed since the date of commencement of 
business, Such shares cannot be resold by thetr holders wi thin a period of one 
year, called lock-in period [Section 79A1. 

6.2.5 Employee Stock Option 

A choice given to the whole-time directors, officers, and employees whereby 
they get the right to purchase or subscribe at a future date, the securities 
offered by the company at a pre-determined price is known as Employee Stock 
Option. 
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6.3 Issue of Shares 


The shares of a company can be issued in two ways - 

(a) for cash, tuid 

(b] for consideration other than cash. 

A. Issue of Shares for Cash 

A salient characteristic of the capital of a company is tliat the amount on its 
shares can be gradually collected in easy instalments spread over a period of 
time depending upon its growing financial requirements. However, this in no 
way prevents a company from calling for the full amount on shares right at the 
time of application. 

In this connection, the broad outline of the manner in which a company's 
shares are Issued is of significance for providing the necessary background for 
the accounting of share capital transactions. The important steps in the 
procedure of share issue are, in brief, as thus : 

(a) A prospectus has invariably to be put out by a company whenever it 
wants to raise capital by means of a public issue of shares. 

(b) Applications for shares, in response to the invitation extended tlirough 
the prospectus, are received through a scheduled bank for at least 
four days from the date of op)entng of issue. 

(c) After the closure of the subscription list, shares have to be allotted 
within 120 days of the issue of prospectus provided 'Minimum 
Subscription' (explained later in the chapter) has been received. SEBl 
(Disclosure and Investor Protection) Guidelines, 2000 provide that 
the company shcdl cillot securities offered to the public within 30 days 
of the closure of the issue and dispatch the allotment letters/refund 
orders to the applicants, failing which, the company shall pay interest 
@ 15% to the applicants. However, this will not be applicable in case 
of applications received after the closure of issue in fulfillment of 
underwriting obligations to meet the minimum subscription 
requirement [6.5.1.1]. 

(d) Letters of allotment are sent to the applicants to whom shares have 
been duly allotted. Letters of regret are sent to those to whom no 
allotment has been made. 
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(e) Once shares have been allotted, a contract conies into being between 
the company and the allottees so that all transactions relating to the 
gjjgj-gg are regulated by the terms and conditions of share issue as 
well as by the provisions of Articles oi Association, 

Share may he issued either at par. or at premium or at a discount. 

Shares are said to have been Issued at par when their Issue price is exactly 
equal to their nominal/face value according to the terms and conditions of the 
issue. When Issue price is more than the par value, the difference is known as 
premium, and Issue is said to have been made at a premium. In contrast to 
this, the Issue price may be less than the par value. The Issue is said to have 
been made at a discount. 

Irrespective of the fact that shares are Issued at par-, premium or discount, 
the share capital of a company is collected by requiring the amount on its 
shares to be paid at different stages or In lump sum. 

6.3.1 Application for Shares 

The starting point for the issue of share capital is the application for shares by 
prospective investors. 

Procedure 

The prospectus of a company, which invites members of general public to 
contribute to its share capital, always requires that every application for shares 
has to be accompanied by a stipulated amount, called 'Application Amount', 
per share applied for which cannot be less than 25% of the Issue price. 

Minimum Subscription 

It means the minimum amount that, in the opinion of directors, must be raised 
to meet the needs of business operations of the company relating to ; 

® the price of ^y property purchased, or to be purchased, which has 
tp he met wholly or partly out of the proceeds of issue; 

® preliminaiy expenses payable by the company and any commission 
payable in connection with the issue of shares; 

® the repayment of any money borrowed by the company for the above 
two matters; \ 

® working capital'; and 

® Emy other expenditure required for the usual conduct of business 
operations. 
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It Is to be noted that 'mlnimuni subscription' of capital cannot be less 
than 90% ot the issued amount according to SEBI (Disclosure and Investor 
Protection) Guidelines. 2000 [6.3.8.1 and 6.3.8.2]. If this condition Is not 
satisfied, the company shall forthwith refund the entire subscription amount 
received. If a delay occurs beyond 8 days from the date of closure of subscription 
list, the company slvall be liable to pay the amount with interest at the rate of 
15% [Section 73 [2)]. 

Listing of Applications 

On receipt of applications, each application is carefully scrutinized to ascertain 
that the application form is properly filled up and signed and the money is 
deposited with the bank, lire applications are classified into different categories 
to ascertain the number of shares for which applications have been received. 
Following is the format of Application and Allotment Book : 

Left hand 


Application and Allotment Book 


Applicalion 

No. 

Allatrnenl 

No. 

Name 

Address 

Occupation 

Shares 
Applied for 

Paid on 
Application 

Cash 
Book Folio 










Right hand 


Shares 

Allotted 

Dislmclive 

JVo.s' 

Total Due 

ll/>tO 

AllolruenI 

Dnlnnce 

Due D/i 

Allotment 

Date of 
Payment 

Amount 

Refunded 

Cash 

Book 

Folio 

Share 

Certificate 

No. 

Register 

of 

Members 

Remarks 

norli 

To 













* Disiinctiue Numbers are used for physical shares but not for dematerialized share issue. 
























(liT) 
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Categorization of Applications 

Before allotting the shares, It is desirable that applications ai'e categorized into 
different groups according to the number of shares applied for. 1 his is advisable 
for facilitating the allotment of shares particularly in the case of over¬ 
subscription. Following format may be used for preparing such statement: 


Categories 

Shares 

Applied 

Shai’es 

Allotted 

Application 

Money 

Received 

Disposition of Appllcaiion Monep Received 

Share 

Capital 

Share 

Allotment 

Calls-in~ 

Advance 

Rejur^d or 
Bank 










Accounting Treatment 

Prospective shareholders intending to subscribe the, shares of a company would 
make an application along with the application money and deposit the same 
with the scheduled bank specified in the prospectus. When applications for 
shares along with the money accompanying them have been received, the 
Journal entry is as follows : 


Bank a/ c Dr. [Total amount received on 

application] 

Share application a/c 

(Amount received on applications for_Shares 

@ Rs._per share) 


Share Apphcation Account would have to await the completion of certain 
formalities relating to the allotment of shares before it is closed either by 
transferring it to the share capital account or refunding the money to the 
applicants and/or retaining excess money as advance. 


6.3.2 AUotment of Shares 

The allotment of shares on the basis of the applications received for them 
constitutes the very foundation of the entire process of share issue. 

Procedure 

When minimum subscription required for company's business has been received, 
and certain legal formalities on the allotment of shares have been duly comphed 
with, the directors of the company proceed to malce the allotment of shares. 
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'rhe allolment of shares means acceptance by the company of the offer 
made by the applic'ant.s to take up the shares applied for. In this way, a contract 
is made between the company and the applicants who now become the allottees 
and get the status of shareholders or incnibei's. 

Effect 

The allotment of shares has three implications from the accounting point of 
view. First, if the par value of the share is called-up m different instalments, it 
is customary to ask for some amount, called 'Allotment Amount', from tte 
allottees on the shares. Second, with the acceptance of offer made by the 
applicants, the amount of application money received has to be transferred to 
Share Capital Account as it has formally become part of the same. Third, 
money received on rejected applications should eitlier be fully refunded to the 
applicants or, in case lesser number of shai'es have been allotted than tliat 
applied for, the excess application money must be adjusted to the amount due 
on the allotment from allottees. The effect of the latter two implications is to 
close the Share Application Account. 

Accounting Entries 

Following are the accounting entries ; 

(i) Transfer of Application Money 

Share Application a/c Dr. (No. of .share.5 allotted x Application 

Share Capital a/c money per share] 

(Application money on_Sluues allotted/ 

transfeiTcd to Share Capital) 

Note ; In case all the shares applied for have been allotted, Share Application Account 
would he cmtornaiically closed after this entry. 

(W Money Refunded on Regretted Applications 

Share Application a/c; Dr. (No. of shares regretted x 

Bank rc/c Application money per siiarel 

(Application money returned on rejected application ior_Shares) 

(Hi) Amount due on Allotment 

Share Allotment a/c: Dr. [No. ol shares Allotted x 

Allotment Amount per share] 

Share Capital a/c 

(Amount due on the allotment of_Shares @ Rs. __per Sliare) 
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(tu) Adjustment of excess Application Money 

share Application a/c Dr. lApplIcation amount received •- 

(Application Money transl'erred to 
Share Capital -i- Money refunded)] 

Share Allotment a/c 

; (Application amount of_Shares @ Rs._per share adjusted to the amount due 

■ on allotment) 

(v) Receipt of Allotment Amount 

Bank a/c Dr. 

Share Allotment a/c 

(Allotment money received on_Shares @ Rs,_per share) 

Combined Account 

Sometimes a combined account for share application and share allotment, 
called 'Share Application and Allotment Account', Is maintained in the books 
of a company. The combined account is based on the reasoning that allotment 
without application is Impossible while application without allotment is 
meaningless so that the two stages of the share capital transactions are closely 
interrelated. From this point of view, Share Application and Allotment Account 
appears more logical. 

Where a combined account is maintained, the Journal entries on application 
and allotment are on the following pattern ; 

(1) Receipt of Application and Allotment Amount 

Bank a/c Dr. (Total Amount received on 

application] 

Share Application and allotment a/c 
(Money received on applications for_Shares @ Rs,_per share) 

(ti) Transfer of Application money and. Allotment amount Due 

Share Application and Allotment a/c Dr. 

[No. of shares allotted x (Application 
money per share + Allotment 
amount per share)] 

Share Capital a/c 

(Transfer of application money to share capital and amount due on allotment of_ 

shares @ Rs._per share) 




COMPANY ACCOUNTS — ISSUE OF SHARE CAPITAL 


( 

267 


(Hi) Money Refunded on Regretted Applications 
Share Application and Allotnienl a/c Dr. 

[No. of Shares Rejected x Applica¬ 
tion Money per share] 

Btmk a/c 

(Application moiK'y returned on rejected applications for_shares) 

(iu) Receipt of Allotment Amount 

Bank a/c Dr. 

Share Application and Allotment a/c 
(Balance of allotment money received) 

6.3.3 Call on Shares 

In the event of shares not being fully called-up till the completion of allotment, 
the directors have the authorily 1o call for the remaining amount on shares as 
and when they decide about tin' same. It Is also possible that the timing of the 
payment of calls by the shareholders Is determined by the terms and conditions 
of share issue, i.e., fixed in the prospectus itself, Any number of calls — First 
Call, Second Call, Third Call and Final Call — may be made to get the full face 
value of shares in cash. 

Two points are iniportmit regarding the call on shmes. First, call amount 
should not be less than 25 per cent of the issue price of shares as minimum 
application money [8.6. l(v)]. Second, there must be an interval of at least one 
month between the makings of two calls unless otherwise provided by the 
Articles of Association of the Company. 

Accounting Treatment 

When a call is made on the shares and the amount of the same is received, the 
journal entries are as given below : 

(i) Call Amount Due 

Share Call a/c; Dr. [No. of Shares x Call amount per 

share] 

Share Capital a/c; 

(Call money due on_Shares @ Rs,_per share) 
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(it) Receipt of Call Amount 

Bank vi/c 

Share Call a/c 

(Call money received) 

Note : The name of the call, ufe., jirsl, second and final is added helween (he amis 'Share' 
and 'Call' in the eiitiy dependiiuj upon the identitii qfltie call made, such as, Share 
First Call Share Second Call Share Third Call etc. 

Illustration 1 (Recording of Share Capital Traiisations) 

On January 1, 2001, a limited Company was incorporated with an authorized 
capital of Rs, 4,00,000 divided into shares of Rs. 100 each, 

It offered to tire public for subscription 3,000 shares payable as thus; 

On Application Rs, 30 per share 

On Allotment R.s. 20 per sliare 

On First Call (One month after allotment) Rs. 25 per share 

On Second Call (Three months after allotment) Rs. 25 per sliare 

The shar'es were fully subscribed for by the public and application money 
duly received on January 15, 1999. The directors made the allotment on 
February 1, 2001. 

Record journal .entries in the books of the Company to record these shai'e 
capital transactions, assuming that amount due have been received within 15 
days of making tlie alloLment and calls. 

Also record journal entries with the combined account for application and 
allotment. 
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Solution 

A, Separate Accounts for Application and Allotment 

Books of Company 
Journal 


Feb, 15 


Particulars 


2001 


Jan. 15 Bank a/c 


Equity Share Application a/c 
(Money received on applications for 3.000 
shares @ Rs. 30 per share) 


Elqulty Share Application a/c Dr. 

Equity Share Capital a/c 
(Transfer of application money on 3,000 
shares to share capital) 

Equity Share Allotment a/c 

Dr, 

Elqully Share Capital a/c 


(Amount due on tlie allotment of 3.000 

shai'es @ R-s. 20 per shai’e) 


Bank a/c. 

Dr. 

Equity Share Allotment a/c 


(Allotment money received) 


Equity Share First Call a/c 

Dr. 

Elqulty Shtmc Capital a/c 


(First call money due on 3,000 shares @ 

Rs. 25 per share) 


Bank a/c 

Dr. 

Equity Share First Call a/c 


(First call money received) 


Equity Share Second and Final Call a/c Dr. 

Equity Share Capital a/c 


(Final call money due on 3.000 shares @ 

fe. 25 per share) 


Bank a/c 

Dr. 

Equity Share Second and B'tnal Call a/c 

1 (FlnEiJ call money received) 



May 15 


Note ; In case nothmg is mentioned regarding the class of shares 
talcen to be equitij slmres. 



issued, they are always 
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B. Combined Account for Application and Allotment 


Journal 


Date 

Particulais 


L.F. 

Debit 

Credit 




Anrount 

Amount 

2001 




(Rs.) 

(Rs.) 

Jan. 15 

Bank a/c 

Dr. 


90,000 



Equity Share Appl. and allotment a/c 
(Money received on applications for 3,000 



90,000 


shares @ Rs,30 per share) 





. Feb. 1 

Equity Share Appl. and Allotment a/c 
Equity Shar e Capital a/c 
(Transfer of application and allotment 

Dr. 


1,50,000 

1.50,000 


1 money on 3,000 shares to share capital) 




Feb. 15 

Bank a/c 

Dr. 


60,000 



Share Appl. and Allotment a/c 




60,000 


(Allotment money received) 





Mar. 1 

Equity Share First Call a/c 

Equity Share Capltad a/c 
[First call money due on 3,000 shares 
@ Rs. 25 per share) 

Dr. 


75,000 

75,000 

Mar. 15 

Bank a/c 

Equity Share First Call a/c 
(First call money received) 

Dr, 


75,000 

75,000 

May 1 

Equity Share Second and Final Call a/c Dr. 


75,000 



Equity Share Capital a/c 
(Final call money due on 3,000 shares 
@ Rs. 25 per share) 




75,000 

May 15 

Bank a/c 

Dr. 


75,000 



Equity Share Second and Final Call a/c 



75,000 


(Final celII money received) 






6.3.3.1 Calls-in-Arrears 

Sometimes shareholders fail to pay the amount due on allotment or calls. The 
total unpaid amount on one or more instedments is known as Calls-in-Arrears 
or Unpaid Calls. Such amount represents the uncollected amount of capital 
from the shareholders: hence, it is shown by way of deduction from 'called-up 
capital' to arrive at paid-up value of the share capital to be shovm in the 
balance sheet. 
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For recording 'Calls-ln-Arrears', the following Journal entry Is recorded: 

Calls-ln-Arrears a/c Dr. (Amount of Unpaid Calls] 

Share Allotment a/c 
Share Call a/c; 

The Articles of Association of a company usually empower the directors to 
charge Interest at a stipulated rate on calls-ln-arrears. According to Table A 
interest at the rate of 5 per cent per annum is to be charged on unpaid calls for 
the period intervening between the due date of the call and the time of actual 
payment. However, the directors have the authority to waive the application of 
this rule in individual cases at their discretion or charge at a higher rate of 
interest, 

The journal entries for calls-in-arrears are as follows : 

(i) For interest receivable on calls-tn-arrears 

Sundry Members (Shareholders') a/c Dr. 

Interest on calls-ln-arrears a/c 

(ii) For receipt of interest 

Bank a/c Dr. 

Sundry Members (Shareholders') a/c. 

6.3.3.2 Calls-in-Advance 

Some shareholders may sometimes pay a part, or whole, of the amount not 
yef called up, such amount is known as Calls-in-advance. According to Table 
A, interest at the rate of 6 per cent is to be paid on such advance call money. 
This amount is credited in CaUs-ln-Advance Account. The following entry is 
recorded; 

Bank a/c Dr. 

Call-in-Advance a/c 

When calls become actually due, calls-in-advance account is adjusted at 
the time of the call. For this the following journal entry is recorded : 

Calls-ln-Advance a/c Dr. [Call amount due] 

Par-tlcular Call a/c 

The balance in Calls-in-Advance account is shown as a separate item on 
the Uablhties side of company's balance sheet under the heading 'Share Capital' 
but is not added to the amount of paid-up capital. 
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'ITie accounting treatment of Interest on Ctills-in-Advance is as follows ; 

(i) Interest Due 

Interest on Calls-in-Advance a/c Dr. lAmount of Interest due for 

payment] 

Sundry Members a/c 
(vShareholder) 

(it) Payment of Interest 

Sundry Members a/c Dr. [Amount of interest paid] 

(Shareholder) 

Bank a/c 

(Interest paid on calls-in-advance) 

Illustration 2 (Calls-in-Arrears) 

Rashini Limited issued at par 10,000 Equity shares of Rs. 10 each payable 
Rs. 2.50 oit application; Rs. 3 on allotment; Rs. 2 on first call and balance on 
the final call. All the shares were fuUy subscribed and paid except a shareholder 
having 100 shares could not pay the final call. Give journal entries to record 
these transactions. 

SolutioB 


Books of Rashmi Limited 
Journal 


Date 

Particutnr.s 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Bank a/c Dr. 

Equity Share Application a/c 
(Money received on applications for 10,000 
shares @ Rs.2.50 per share) 


25,000 

25,000 

■ 

Equity Share Application a/c Dr. 

Equity Share Capital a/c 
fl'ransfer of application money on 10,000 
shares to share capital) 


25,000 

25,000 


Equity Shai'e Allotment a/c Dr. 

Equity Share Capital a/c 
(Amount due on the allotment of 10,000 
shares @ Rs.3 per share) 


30,000 

30,000 
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Bank a/c 

EcpiUy Share Allotment a/o 
(Allotment inonty received) 

Dr. 


30,000 

30,000 


Equity Share First Call a/c Dr. 

Fkiully Shfire Capital a/c 
(Fir,*;! call money clue on 10,000 .shares @ 

Rs. 2 per share) ^ 


20,000 

20,000 


Bank a/e 

Equity Share First Call a/c 
(ITrst call money received) 

Dr. 


20,000 

20,000 


Share Final Call a/c 

Equity Share Capital a/c 
[Final call money due) 

Dr. 


25,000 

25,000 


Bank a/c Dr. 

Calls-in-Airears a/c Dr, 

Share Final Call a/c 

(Final call money received except 100 shares) 



25,000 


niustratiori 3 (CalLS"iri-Amm:> and Calls-in-Advance) 

A limited Company, with mi authoilzed capital of Rs. 2,00,000 divided into 
shares of Rs. 100 each, issued for subscription 1,000 shares payable at Rs. 25 
per share on application, Rs. 30 per share on allotment, Rs. 20 per share on 
first call three months after allotment and the balance as and when required. 

The .subscription li.st cltrsed on Januaiy 31, 2002 when application money 
on 1,000 shares was duly received and allotment was made on 
March 1. 2002. 

The allohnent amount was received in full but, when the first call was 
made, one shareholder failed to pay the amount on 100 shares held by him 
and another shareholder with 50 shares paid the entire amount on his shares. 

Give journal entries in the books of the Company to record these share 
capital transactions assuming that all amounts due were received within one 
month of the date tliey were ('ailed. 
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Solution 


Books of the Company 
Journal 



Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 
, Amount 
(Rs.) 

1 Jan. 31 

Bank a/c 

Equity Share Application a/c 
(Money received on applications for 

1,000 shares @ Rs.25 per share) 

Dr. 


25,000 

25,000 

March 1 

Equity Share Application a/c 

Equity Share Capital a/c 
(Transfer of application money on 1,000 
shares to share capital) 

Dr. 


25,000 

25,000 

March 1 

Equity Share Allotment a/c 

Equity Share Capital a/c 
(Amount due on the allotment of 1,000 
shares @ Rs.30 per share) 

Dr, 


30,000 

30,000 

April 1 

Bank a/c 

Equity Share Allotment a/c 
(Allotment money received) 

Dr. 


30,000 

30,000 

June 1 

Equity Share First Call a/c 

Equity Share Capital a/c 
(First call money due on 1,000 shares <S 
Rs. 20 per share) 

Dr. 


20,000 

20,000 

July 1 

Bank a/c Dr. 

Calls-ln-Arrears a/c Dr. 

Equity Share First Call a/c 
CallS'ln-Advance a/c 
(Flist call money received on 900 shares 
and calls-hi-advance on 50 shares @ 

Rs. 25 per shai'e) 


19,250 

2,000 

20,000 

1,250 


Illustration 4(Calls in arears) 

Rashmi Swadeshi Ltd. was registered with an authorized capital of 
Rs, 50,00,000 divided into 20,000, 5% Preference Shares of Rs. 100 each and 
30,000 Equity shares of Rs, 100 each. It issued half of the capital for public 
subscription- Calls on shares were made as under : 
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Equitii Shaves 

Pref. Shares 


Rs. 

Rs. 

Application 

20 

20 

Allotment 

30 

30 

Flist Call 

25 

25 

Final Call 

25 

25 


All these shares were subscribed. All the dues were received except the 
final can on 100 Equity Shares and on 200 Preference Shares. Record these 
transactions in journal, and Ccish book. 

Solution 


Books of Kashmi Swadeshi Ltd. 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Equity Share Application a/c 

Dr. 


3,00,000 



5% Preference Share Application a/c 

Dr. 


2,00,000 



Equity Shivre Capital a/c 




3,00,000 


5% Preference Share Capital a/c 




2,00,000 


(Transfer of application money) 






Equity Share Allotment a/c 

Dr. 


4,50,000 



5% Preference Share Allotment a/c 

Dr. 


3.00.000 



Equity Share C.apltal a/c 




4,50,000 


5% Preference Shai-e Capital a/c 




3,00,000 


(Amount due on allotment) 






Equity Share First Call a/c 

Dr. 


3,75,000 



5% Preference Share First Call a/c 

Dr. 


2,50,000 



Equity Sl'iare Capital a/c 




3,75,000 


5% Preference Share Capital a/c 




2,50,000 


(First call money due) 






Equity Share Final Call a/c 

Dr. 


3,75,000 



5% Preference Share Final Call a/c 

Dr, 


2,50,000 



Equity Share Capital a/c 




3,75,000 


5% Preference, ShtU'e Capital a/c. 




2,50,000 


(Final call money due) 






Calls-tn-Arrears a/c 

Dr. 


7,500 



Equity Share Final Call a/c 




2,500 


5% Preference Share Final Call a/c 




5,000 


(For CEdls-in-Arrears) 
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Cftafe Book (Bank Column) 


Recei|fts Payments 


Date 

Parti'cularft \ 

L.F. 

A.'TIdli’l,' 

Date 

Particulars 

L.F. 

Amount 


\ 


Tf-s.' 




(Rs.) 

■ 

Equity .Slum; 
Application 


0,00.000 

■ 

Bal. b/f 


24,92,500 

■ 

5% Pref. Share 
Application 


i,0(V00n 

■ 




■ 

Equity Shave 
AllotmenL 


■i.oo.qoo 

1 




■ 

5% Pref. 

Share Allotment 


3,00.000 

■ 




■ 

Equity Share First 
Call 


3.75.000 

I 




■ 

5% Pref. Share 

First. Call 


2.50,000 





1 

Equity Share Fltral 
Call 

5% Pref. Share 


3, ”vl,500 

1 




■ 

Final Call 


S’;.45.000 

■ 





Total 




Total 




6.3.4 Over SwIiscriptio’TJi 

Over subscription is a situiatlon wl j'^n applications received are for more shares 
than the number of shfu-es offeree] l;:* the public for subscription through the 
prospectus by a company, This tisualty happens in respect of share issues of 
■well-managed ar’id fmanclally strong companies. According to SEBI Guidelines, 
all applications should be catcgorizeil according to the number of shares applied 
for and then alkiiEucnt sliaU be u'ade in marketable lots on a proportionate 
basis as follow,s : 

(a) The total tuunber of shares to be allotted to each category, as a whole 
shall be arrived at nil a propcirhonate basis, i.e., the total number of 
shares isppiied for in dial category (number of applicants in the 
category X nimibcr of sliarr,& applied for) multiplied by the inverse of 
oversubscri-ptioir ratio. For example. If total number of applicants In 
the calcgorj'' of 100 shar-es 'is 1,500 and the issue is 3 times 
, over.subscilbed, then the proportionate allotment to this category 
would be equal to : 1,50,000 x 1/3 = 50,000 shares. 
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(b) Number of shares to be allotted to the successful applicants shall be 
arrived at on a proportionate basis, i.e., total number of shares applied 
for by each applicant in that categoiy multiplied by the inverse of 
oversubscription ratio. It is to be noted that such number of shares 
should be in a marketable lot. For example, if an applicant has applied 
for 100 shares and the issue Is oversubscribed by 3 times, then the 
number of shares to be allotted to the successful applicant shall be 
100 X 1/3 = 33 to he rounded off to 100 shares If the marketable lot 
is of 100 shares. 

(c) All the applications where the allotment works out to less than 100 
shares per applicant, the allotment shah be made as follows : 

(i) Each successful applicant shall be allotted a mlnlmtun of 100 
securities; and 

(h) The successful applicant for that category shall be determined 
by draw of lots in such a manner that the total number of shares 
allotted in that category is equal to tire number of shares worked 
out as per (a) above, 

(d) If the proportionate allotment to an applicant works out to a number 
that Is more tlian 100 but is not a multiple of 100 (which is marketable 
lot), the number tn excess of the multiple of 100 shah be rounded off 
to the higher multiple of 100 if that number is 50 or higher. 

(e) If that number is lower than 50, it shall be rounded off to the lower 
multiple of 100. For example, if the proportionate allotment works 
out to 250, the applicant will be allotted 300 shares. However, If the 
proportionate allotment works out to 240, the applicant shah be 
shotted 200 shares. 

(1) If the number of shares so allocated tn a category to the applicants 
exceeds the total number available to that category, this excess shall 
be adjusted against the deficiency of applicants in other categoiy. 

(g) The balance shares, if any, remaining after such adjustments shall 
be added to the categoiy comprising applicants applying for minimum 
number of shares. 

(h) As the process of rounding off to the nearest multiple of 100 may 
result In the actual ahocation being higher than shares offered, it 
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may be necessary to billow a 10% margin, i.e., the final allotment may 
be higher by 10% of tlie offer to the public. 




The propoitionate allotment of securities In an issue that is oversubscribed is 
subject to the reservation for small Individual applicants. Following are the 
rules : 

(a) A minimum 50% of net offer of securities to public shall initially be 
made available for allotment to individual applicants who have applied 
for allotment equal to or less than 10 marketable lots of shares or 
debentures or the securities offered, as the case may be. 

(b) The balance net offer of securities for the public shall be made available 
for allotment to : 

(1) individual applicants who have applied for allotment of more 
• than 10 marketable lots of securities; and 

(ii) other investors including corporate bodies/institutions 
irrespective of the number of shares applied for. 

(c) The unsubscribed portion of the net offer to any one of the categories 
specified in (a) or (b) shall/may be made available for allotment to 
applicants in other categories, if so required. 

It is to be noted that "a minimum of 50% of the public offer" Implies that if 
the individual applicants, in accordance with proportionate formula, are entitled 
to get 70%, the category should get 70%. If the category is entitled to get only 
30% of the public offer in accordance to the proportionate allotment formula, 
there should be a reservation of minimum of 50% of the net public offer. 

The minimum tradable lot, In case of shares of the face value of Rs. 10 each, shall at the 
option of the Issuer/offerer, be fixed on the basis of offer price as given below; Provided 
that the minimum tradable lot In any case shall not exceed 100 shares. 

_ Offer price per share 


I 

Firm Allotment 

It implies that the promoters or other persons or institutions have made an 
offer to subscribe specified number of shares out of the total issue, an allotment 


Upto Rs. 100 
Rs. 101-400 
More than Rs. 400 




100 shares 
50 shares 
10 shares 
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made to this categoiy is referred to as firm allotment. Firm allotment can be 
made to Indian and multilateral developmental financial institutions, Indian 
mutual funds, pernument/regular employees of the issuer company, scheduled 
banks, non-resident Indians, overseas corporate bodies and foreign institutional 
investors. 

Rlustration 5(Pro-rata allotment) 

'A' Ltd, issued 2,00,000 equity shares of Rs. 10 each to the public for 
subscription. On the closure of subscription list, the bank reported that 
applications have been received for 6,00,000 equity shares which are detailed 
below: 


Sc No. 

No. of shares 
Applied for 
Categoiy 
(Categoiywise) 

No. of 
Applicants 

1, 

100 

1,500 

2. 

200 

400 

3. 

300 

300 

4, 

400 

300 

5, 

500 

200 

6. 

600 

100 


You are required to state the number of shares to be allotted in each 
categoiy as also the number of successful applicants assuming that marketable 
lot is of 100 shares. 
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SoilitioB 


Table Showing proportionate allotment of shares 


Sr. j 
No. 

No. of 
Shares 
applied 
/or 

catepory 

(Category- 

wise) 

No. oj 
Applicants 

Total No. 
of Shares 
applied 

for 

by each 
applicant 
{2'x3) 

Proportionate 
allocation of 
each 
category 
fone-third) 

No. of 
Shares 
allotted 

per 

application 

rounding 

off ' 

No. of 
successful 
applicants 

Total 
No. of 
Shares 
allotted 
(6x7) 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

■■ 

1. 

100 

1,500 

1,50,000 

50,000 

100 

500 

50,000 




+9,900* 


+99* 

+9,900 


2. 

200 

400 

80,000 

26,700 

100 

267 

26,700 

3, 

300 

300 

90,000 

30.000 

100 

_1 

300 

30,000 

4. 

400 

300 

1,20,000 

40.000 

100 

300** 

30,000 

5. 

500 

200 

1,00,000 

33,300 

200 

167# 

33,400 




+ 100# 





6. 

600 

100 

60.000 

20,000 

200 

100 

20,000 




6,00,000 

2,00,000 



2,00,000 


Notes to the Solution 


(I) Column number 5 Indicates the number of shares allocated In each category of 
tne applicants in proportion to the number of times the issue has been 
oversubscribed. 

(II) Adjustment Is on account of the rounding off the number of successful applicants 
In category 5 from 166,5 (33,300/200) to 167 (#) 

(III) In categories 1 and 2, who have applied for 100 and 200 shares respectively is 
entitled proportionately to 33 and 66 shares respectively which have been rounded 
off to a marketable lot of 100 each. 

(iv) In case of applicants in categories 3, 4, 5 and 6, they should be respectively 
entitled to the allotment of 100, 133,166 and 200 equity shares, However, because 
of rounding off to the nearest 100 shares, categories 3 and 4 ar e entitled to 100 
shares each and categories 5 and 6 for 200 shai'cs each. 

** In the fourth category (columns 3 and 7), number of successful applicants and 
the number of shares aUotted to them is less than the proportionate number 
they are entitled to. Hence, the surplus is adjusted In category 1. 
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Accounting Treatment in cose of Ouersubscription 

Under such condition, three alternatives are available to the directors to deal 
with the situation. They can accept some applications in full and totally reject 
the others: they can make a pro-rata distribution; they can adopt a combination 
of the above two alternatives and this is the most common course that is 
adopted. 

The problem of oversubscription is finally resolved with the allotment of 
shares. Therefore, from the accounting point of view, it is better to place the 
situation of oversubscription within the total frame of application and 
allotment, i.e., receipt of application amount, amount due on allotment and 
its receipt from the shareholders, and the same has been observed in the 
pattern of entries. 

First Alternatiue 

Tlie directors may decide to fully accept some applications and regret those in 
excess of the required number. For example, where applications invited for 
20,000 shai'es and those received ai'e for 25,000 shares, the directors accordmg 
to this method would totally regret applications for 5,000 shares, which are in 
excess to the required number. 

The journal entriCvS on application and allotment according to this 
alternative are as follows : 


(1) Bank a/c 


No. of applications received ' 
X 

applications money per share 


Share Application a/c 

(Money received on applications for __Shares @ Rs._per share) 


Second Alternative 

The directors can as well as opt to make a proportionate distribution of shares 
available for allotment among the applicants for shares. The proportion is 
determined by tire ratio which the number of shares to be allotted bear to the 
number of shares applied for. This Is called pro-rata allotment The rules for 
this have been discussed in detail under the caption 'oversubscription'. 

For example, in the event of application for 20,000 shai'es being invited 
and those for 25,000 shares being received, four shares would be allotted to 
the applicant for every five shares (20,000 shares ; 25,000 shares) accordmg 
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to pro-rata allotment: the excess application money of 5,000 shai’es would be 
adjusted towards the amount due on the allotment of 20,000 shares, provided 
that the issue price Is called In instalments. If the whole issue price is requii'ed 
to be paid along with the applications, the excess money over and above 10% 
of the offered securities shall be refunded. 


The Journal entries on application and 
would be as thus : 

(i) Receipt of Application Money 


allotment under this alternative 


Bank a/c Dr. 

Share application a/c 
(ii) Adjustment oj Application Money 


[ No. of applicatlon.s received 
[application amount per .share 


Share Application a/c Dr. 


f No. of shares allotted 1 
[a pplicatlon money per share] 


Share Capital a/c 
Share Allotment a/c 

(Hi) For making amount due on allotment 

Share Allotment a/c Dr. 

Share Capital a/c 

(Iv) Receipt of allotment money 


Bank a/c Dr. 

Share Allotment a/c 

(Allotment money received after adjusting 

the amount already received as excess application money) 


Third Alternative 

This is a combination of the two alternatives described above as thus : 

(a) application for some shares are rejected outright; and 

(b) pro-rata allotment is made to the applicants of remaining number of 
shares. 

Thus, money on regretted application is refunded and excess application 
money due to pro-rata distribution is adjusted towards the amount due on the 
allotment of shares allotted. 
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For example, applications for 10,000 shares are Invited and for those 
15,000 shares have been received; directors decide to reject applications for 
2,500 shares outright and make a pro-rata allotment of 10,000 shares to 
applications for the remaining 12,500 shares so that four shai-es are allotted 
to an applicant for every five shares (10,000 shares : 12,500 shares); the money 
on applications for 2,500 shares rejected would be refunded and that on the 
remaining 2,500 shares (12,500 shares - 10,000 shares) would be credited to 
share allotment account for being adjusted against the allotment amount due 
on 10,000 shares allotted. 

The journal entries on application and allotment according to this approach 
are as given below : 

No, of applications received 

X 

application amount per share 

Share application a/c 

( Money received on applications for_ shai’es @ Rs._per share) 

(11) Share Application a/c Dr. (Application Money Received) 

I No. of share allotted 

Share Capital a/c I ^ ^ u 

^ [application amount per share 




(1) Bank a/c 


Dr. 


Share Allotment a/c 


Excess application money j 
X 

Due to pro-rata allotment 


Bank a/c 


j" No. of shares rejected 1 
[Appllcatlm amount per share] 


(Transfer of application money to Share Capital and excess application amount 
credited to share allotment and money refunded on rejected applications) 


(111) Share Allotment a/c 






No. of s hare alloted 
I Allotment amouni per share] 


Share Capital a/c 

(Amount due on the allotment of_shares @ Rs._per share) 
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[Amount due on allotment] 

(Iv) Bank a/c Dr. [Excess application money | 

Share aUotraent a/c 

(Allotment money received after 
adjusting the amount already 
received as excess application money) 

Rlustration 6(Pro-rata allotmsnt) 

A limited Company invited applications for 1,00,000 Equity Shares of Rs. 30 


each payable as under : 


On Application 

Rs. 7.50 per share 

On Allotment 

Rs. 7.50 per share 

On First Call 

Rs. 7.50 per share 

(due two months after allotment) 


On Second and Final Call 

Rs. 7.50 per share 


(due two months after first call) 

Applications were received for 4,00,000 shares on January 1, 2001 and 
allotment was made on February 1, 2001. 

Give Journal entries tn the books of the Company to record these share 
capital transactions under every one of the following circumstances ; 

(i) The directors decided to allot 1,00,000 shares proportionately to the 
applicants and the applications for the remaining shares were rejected 
outright. 

(ii) The directors decided to make a pro-rata allotment of 25 per cent of 
the shares applied for by every applicant; to apply the balance of 
application money towards amount due on allotment; and to refund 
the amount remaining thereafter. 
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Solution 

Books of Liiu^ied Coijtptisy 


F'iist Condition 


Date 

2001 

Particulars 

L.F. 

Debit 

■imoimi 

(Rs.) 

Credit 

Amount 

(Rs.) 

Jan. 1 

Bank a/c 

Equity Share Application a/c 
(Money received on applicatlori,? .‘oi 
4,00,000 shares @ fe.7.50 per stun 

LJt. 


30.00,000 

30,00.000 

Feb, 1 

Equity Share Application a/c: 

Ecpilty Share Capital a/c 

Bank a/c 

fl'ransfer of application money on 
1,00,000 alian\s to .share caplUil a,! 
money refunded on re/rretted ii(:]jiic 

1.):. 

Lt 

cMoii.) 


30.00,000 

7,50,000 
22,,50,000 

Feb, 1 

Equity Share Allotment a/e Dr. 

Ecputy Share Capital a/c 
(Amount due on the allotment of l.tiU.OOO 
.shares @ Rs.7.50 per share) 


7.,h0,000 

7,50,000 


Bank a/c 

Equity Sliare Allotment a/c; 
(I'lrst Call money received) 

Dr. 


7,50,000 

7,50,000 

Apr. 1 

Equity Share First call a/e 

Equity Share Capital a/c 
(First Call money due on 1,00,000 ; 
@ Rs.7.50 per shai'e) 

Oi. 


7,50.000 

7,50,000 

April 1 

Bank a/c Dr. 

Equity Share First Call a/c 
(Allotment money received) 


7,50,000 

7,50,000 

June 1 

Equity Share Final Call a/c 

Equity Share Capital a/c 
(Final Call money due on 1.00.000 
@ Rs.7.50 per share;) 

Dr. 


7„50,000 

7,50,000 

June 1 

Bank a/c Dr, 

Equity Share Final Call a/c 
(Final Call money received) 


7..50,000 

7.50,000 
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Second Condition 



Paniculars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

1 Jan. 1 

Bank a/c Dr. 

Equity Share Application a/c 
(Money received on applications for 

4,00,000 shares @ Rs.7.50 per .share) 


30,00,000 

30,00,000 

Feb. 1 

Equity Share Application a/c Dr. 

Equity Share Capital a/c 

Equity Shai'e Allotment a/c 

Bank a/c 

(Transfer of application money on shares 
allotted to share capital, excess application 
amount credited to allotment account 
and money refunded on regretted 
applications) 


30,00,000 

7,50.000 

7,50.000 

15,00,000 

Feb. 1 

Equity Share Allotment a/c Dr. 

Equity Share Capital a/c 
(Amount due on the allotment of 1,00,000 
shares @ Rs. 7.50 per share) 


7,50,000 

7,50,000 


Note : The entries regarding the two calls would be the same as under the option (i). 


6.3.5 Under subscription 

Under subscription means a situation where applications received for number 
of shares are less than that have been invited for subscription. This, of course, 
is subject to the condition that minimum subscription has at least been received 
because, without such subscription the procedure of share issue cannot proceed 
further legally. 

Unlike oversubscription, undersubscription does not require any special 
treatment. The accounting for undersubscription is taken care of by the usual 
pattern of entries regarding share issue. If the number of shares applied for is 
less than 90% of the minimum subscription, the issue devolves if not 
underwritten. 

6.3.6 Issue of Shares from the .standpoint of issue price 

From the point of view of issue price, the company can make public issue on 
tlie basis of either of the following prices : 
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6.3.6. J Issue of Shares at par 

If the Issue price of a share Is equal to the face/par value of the share, it Is said 
to be an Issue at par. 

niustration 7(Issue at par) 

Nikita Company Ltd. Issued 2,00,000 shares of Rs. 10 each payable Rs. 2.50 
on application, Rs. 2.50 on allotment and I'emalnlng money in two equal calls, 
Public subscribed for all the shares and all calls were duly paid. Give necessary 
Journal enhies. 

Solution 


Books of the Nikita Company Ltd. 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Bank a/c 

Dr. 


5,00,000 



Equity Share Application a/c 
(Application money received) 




5,00,000 


Equity Share Application a/c Dr. 

Equity Share Allotment a/c Dr. 

Equity Share Capital a/c 
(Shares allotted and allotment money due) 


5,00,000 

5,00,000 

10,00,000 


Bank a/c Dr. 

Equity Share Allotment a/c 
(Money received consequent upon allotment) 


5,00,000 

5,00,000 


Equity Share First Call a/c 

Equity Share Capital a/c 
(Money due on First Call) 

Dr. 


5,00,000 

5,00,000 


Bank a/c 

Equity Share First Call a/c 
(Money received on first call) 

Dr. 


5,00,000 

5,00,000 


Equity Shar e Second and Final Call a/c Dr. 

Equity Share Capital a/c 
(Share Final Call due) 


5,00,000 

5,00,000 


Bank a/c Dr. 

Equity Share Second and Final Call a/c 
(Money received on second and final call) 


5,00,000 

5,00,000 


6.3.6.2 Issue of Shares at a Premium 

When a company issues Its securities at a price more than the face value, it is 
said to be an issue at a premium. Premium is the excess of issue price over 
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face value of the security. It is quite common for the financially strong, and 
well-managed companies to issue then shares at a premium, i.e. at an amount 
more than the nominal or par value of shares. Thus, where a share of the 
nominal value of Rs. 100 is issued at Rs, 105, it is said to have been issued at 
a premium of 5 per cent. 

When the issue is at a premium, the amount of premium may technically 
be called at any stage of share capital tiansactions. However, premium is 
generally called with the amount due on allotment, sometimes with the 
application of money and rarely vHth the call money. 

Accounting Treatment 

When shares are issued at a premium, the premium amount is credited to a 
separate account called "Securities Premium Account" because it is not a part 
of share capital. Rather, it represents a gain of a capital nature to the company. 

Being a credit balance, Securities Premium Account is shov/n on the 
liabilities side of the company's Balance Sheet under the heading "Resems 
and Surplus", According to Section 78 of The Companies' Act, Securities 
Premium Account may be used by the company : 

a) In paying up unissued securities of the company to be issued to 
members of the company as fully paid bonus securities. 

b) To write off preliminary expenses of the company. 

c) To write off the expenses of, or commission paid, or discount allowed 
on any of the securities or debentures of the company. 

d) To pay premium on the redemption of preference securities or 
debentures of the company. 

When shares are issued at a premium, the journal entries are as follows : 

(a) Premium Amount called with Application money 

(1) Banlc a/c Dr, [Total Application money + 

Premium Amount] 

Share Application a/c [Amount received] 

(Money received on applications for_Shares 

® Rs_per .share including premium) 
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(ii) Share Application a/c Dr. [No. of Shares Applied for x 

Application Amount per share] 

Securities Premium a/c [No. of Shai'es allotted x Premium 

Amount per share] 

Share capital a/c [No. of Shares alloted x per share 

for capital] 

(b) Premium Amount called with Allotment Money 

(i) Share Allotment a/c Dr. [No. of Shares Allotted x Allotment 

and Premium Money per share] 

Shai'e Capital a/c [No. of Shares Allotted x Allotment 

Amount per share] 

Securities Premium a/c [No. of Shares Allotted x Premium 

Amount per share] 

(Amount due on allotnvent of shares 
@ Rs_per share Including premium). 

(il) Bank a/c Dr. 

Share Allotment a/c 

(Money received including premium consequent upon allotment). 

6.3.6.2.1 Pricing of fresh issue 

The companies making a fresh Issue of shai'es shall determine tlie issue price 
of Its shares keephig In view the following factors : 

1. Ecirnlng per share (EPS) for last three years (as adjusted for changes 
in capital) 

2. P/E pre-issue and comparison thereof with industry P/E 

3. Average return on net worth in the last three years 

4. Minimum return on increased net worth required to maintain pre¬ 
issue EPS 

5. Net asset value per share based on last balance sheet 

6. Net asset value per share after issue and comparison thereof with the 
Issue price. 

Revaluation reserve should be excluded if such revaluation has been done 
within three years from the close of previous financial year, 

Keeping in view the factors stated above, the company shall determine the 
premium to be charged on fresh issue and shall make disclosure thereof in the 
offer document. 
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Illusti'ation Sfissue at Premtum) 

Pioneer Equipment Limited received on October 1, 2002 applications for 25,000 
Equity Shares of Rs. 100 each to be Issued at a premium of 25 per cent payable 
at thus : 

On Application Rs, 2b 

On Allotment Rs- 75 (including premium) 

Balance. Amount on Shares As and when required 

The shares were allotted by the Company on October 20, 2002 and the 
allotment money was duly received on October 31, 2002. 

Record journal entries in the books of the company to record the 
transactions in connection with the issue of shares. 

Solution 


Pioneer Equipment Limited 
Journal 


Date 

Particulars 


L.F. 

Debit 

Credit 





Amount 

Amount 

2002 




(Rs.) 

(Rs.) 

Oct.l 

Bank a/c 

Dr. 


6,25,000 



Equity Share Application a/c 




6,25,000 


(Money received on applications for 25,000 





shares @ Rs. 25 per share) 





Oct. 20 

Equity Share Application a/c 

Dr. 


6,25,000 



Equity Share Capital a/c 




6,25,000 


(Transfer of application money on allotment 





to share capital) 





Oct. 20 

Equity Share Allotment a/c 

Dr. 


18,75,000 



Equity Share Capital a/c 




12,50,000 


Securities Premium a/c 
(Amount due on allotment of 25.000 
shares @ Rs. 75 per share Including 
premium) 




6,25.000 

Oct 31 

Bank a/c 

Equity Share Allotment a/c 
(Money received Including premium 
consequent upon allotment) 

Dr. 


18,75,000 

18.75,000 
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6.3.6.3 Issue of Shares at a Discount 

There are Instances when the shares of a compEiny can also be issued at a 
discount, l.e., at an amount less than the nominal or par value of shares. The 
excess of the nominal value over the issue price represents discount on the 
issue of shares. For example, when a share of the nominal value of Rs. 100 is 
Issued at Rs. 98, it is said to have been issued at a discount of 2 per cent. 

According to Section 79, a company is permitted to issue shares at a 
discount provided the following conditions are satisfied : 

a) The issue of shares at a discount is authorized by an ordinary 
resolution passed by the company at its general meeting and 
sanctioned by the Company Law Board. 

b) The resolution must specify the maximum rate of discount at which 
the shares are to be Issued but the rate of discount must not exceed 
10 per cent of tlie nominal value of shai'es. The rate of discount can 
be more than 10 per cent if the Board is convinced that a higher rate 
is called for under special circumstances of the case. 

c) At least one year must have elapsed since the company was entitled 
' to commence the business. 

d) The shares are of a class, which has already been issued. 

e) The shares are issued within two months from the date of receiving 
sanction for the same from the Government. 

The clear implications of the restrictions placed on the issues of shares at 
a discount are that 

a new company cannot issue shares at a discount; and 
a new class of shares cannot be Issued at a discount. 

In case a company issues shares at a discount, its every prospectus 
concerning the public issue of shares must clearly state the amount of discount 
allowed on the issue of shares or of the balance of discount not written off at 
the date of the prospectus, 

Accounting Treatment 

Whenever shares are issued at a discount, the amount of discount is brought 
into the books at the time of allotment by debiting an account called "Discount 
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on the issue of shares account". Therefore, the journal entiy to record discount 
on the issue of shares is as given below: 

Share Allotment a/c Dr. 

Discount on the Issue of Shares a/c Dr. 

Share Capital a/c 

(Amount due on allotment of_Shares @ Rs._per .share 

and dlscounLon issue brought into account) 

"Discount bn the Issue of Shares Account", showing a debit balance, 
denotes a loss to the company, which is in the nature of capital loss. Therefore, 
the account Is presented on the asset side of the company's balance sheet 
under "Miscellaneous Expenditure". It is written off by charging it to the 
Securities Premium Account if any, and, in its absence, by charging to the 
Profit and Loss Account over a period of time. 

UlLLstration 9(Issue at Discount) 

DCM Limited issued 25,000 Equity Shares of Rs. 20 each, at a discount of 10 
per cent, payable as follows : 


On Application 
On Allotment 
On First Call 
On Final Call 


Rs. 5 per share 
Rs. 6 per share 
Rs. 4 per shai'e 
Rs. 3 per share 


Applications were received for 37,500 shares and the Dhectors made pro¬ 
rata allotment to the applicants for 30.000 shares. 

X did not pay allotment and fast call money on 200 shares allotted to him 
while Y did not pay the final call on his 100 shares, 

Record journal entries to record the above transactions in the books of 
the Company. 
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Solution 



Books of DCM Umited 
Journal 



Bank a/c Dr. 

Equity Share Application a/c 
(Money received on applications for 
37,500 shares @ Rs. 5 per share) 


Equity Share Application a/c Dr. 

Equity Share Capital a/c 
Equity Share Allotment a/c 
Bank a/c 

(Transfer of application money on shares 
allotted to share capital, excess application 
amount adju.sted to iUlotment and money 
refunded on rejected applications) 


Equity Share Allotment a/c Dr. 

Discount on Issue of Shares a/c Dr. 

Equity Share Capital a/c 
(Amount due on the allotment of 25,000 
shares @ Rs. 6 per share and discount 
on Issue brought into account) 



Bank a/c 

Dr. 

Calls-in-Aireai's a/c 

Dr. 

Equity Share Allotment a/c 


(Money received consequent upon allotment) 

Equity Share First call a/c 

Dr. 

Equity Share Capital a/c 


(First call money due on 25,000 .shares ® 

Rs. 4 per share) 


Banlc a/c 

Dr. 

Calls-in-Airears a/c 

Dr. 

Equity Share First Call a/c. 


(Money received on first call) 



1,87,500 


1,87,500 


1,50,000 

50,000 


Credit 

Amount 

(Rs.) 


1,87,500 


1,25,000 

25,000 

37,500 


2,00,000 


1,24,000 

1,000 


1 , 00,000 


99,200 

800 


1,25,000 


1,00,000 


1 , 00,000 












Equity Shai'e Second and Final Call a/c. Dr. 

Equity Share Capital a/c 
(Final call money due on 25,000 shares 
@ Es. 3 per share) 


Bank a/c Dr. 

Calls-in-AiTCars a/c Dr. 

Equity Shai'e Second and Final Call a/c 
(Moneys received on tlnal call) 



75,000 

75,000 

74,100 

900 

75,000 


Notes to the Solution 

(i) Application Money received = 37,500 shares x 5 = Rs. 1,87,500 

(ii) Amount refunded for 7,500 shares = Rs. 5 x 7.500 = 37,500 
(HI) Amount to be adjusted on allotment = (30,000 - 25,000) x Rs. 5 

= 5,000 X Rs. 5 = Rs. 25,000 

(tv) Calls-tn-Arrears on allotment 

30 

= (200 X Rs. 6) - (200 x ^ x Rs. 5 - 200 x Rs. 5) 


= Rs. 1200 - (1200 -1000) 
= Rs. 1200 - Rs. 200 
= Rs. 1,000 

(v) Calls-tn-Arrears on first call = 200 x Rs. 4 = Rs. 800 

(vi) Calls-ln-Arrears on final call = 300 x Rs. 3 = Rs. 900 


6.3.6.4 Preferential Allotment 

There are three methods of expanding the share capital by an existing company. 
The first one is through a fresh issue of shares to existing shareholders in 
proportion to the shares held by them (rights or bonus Issues). Second is by 
making an offer, inviting the public in general to subscribe to shares, which is 
generally known as Initial Public Offer (IPO). The third method is by making a 
bulk allotment to an individual, companies, venture capitalists or any other 
person through a fresh issue of shcures. It is known as preferential allotment 
This method is different from others in the sense that entire allotment is 
made to pre-identified people, who may or may not be existing shareholders, 
at a pre-determtned price. Thus, "a preferential allotment is one that is made 
at a pre-determlned price ,to the pre-identified people who wish to take a 
strategic stake in the company such as promoters, venture capitalists, financial 
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institutions, buyers of companies products or its suppliers". In such a case, 
the allottees will not sell their securities in the open market for a minimum 
period of three years from the date of allotment (4.11]. 'Phis period is known 
as the 'lock-in period', This period is applicable in case of promoters' 
contribution. However, in case of pre-issue of share capital of an unlisted 
company, the lock-in period is one year from the date of commencement of 
commercial production or the date of allotment in the public issue, whichever 
is earlier (4.14.1). 

The preferential allotment can take place only if three-fourths of the 
shareholders agree to the issue on preferential basis. SEBI has prescribed 
that the minimum price of such an issue has to be an average of highs and 
lows of the 26 weeks preceding the date on which the board resolves to make 
the preferential allotment. Further, if the preferential allotments are made over 
and above 15 per cent of the equity, an open offer is mandated by the SEBI. 
Currently, no maximum price is prescribed but SEBI is examining the matter 
because high price in preferential allotment impacts the market price. 

6.3.6.5 Sweat Equity 

Sweat Equity shares are those shares which are issued by the company to its 
employees or directors at a discount or for consideration otlier than cash for 
providing know-how or making available rights to use intellectual property. 
According to Section 79A of The Companies Act, notwithstanding anything 
contained in Section 79 (refer to above), a company may issue sweat equity 
shares of a class of shares already issued if the following conditions are fulfilled: 

(a) The issue of Sweat equity shares is authorized by a special resolution 
passed by the company in the general meeting. 

(b) The resolution specifies the number of shares, cun'ent market price, 
consideration, if any, and the class or classes of directors or employees 
to whom such shares ai'e issued. 

(c) Not less than one year has elapsed since the date of commencement 
of business. 

(d) The sweat equity shares of a company, whose equity shares are listed 
on a recognized stock exchange, are issued in accordance with the 
regulations made by SEBI in this behalf. 
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6.3.6.6 Rights Issue 

Under Section 81 of the Companies Act, the existing shareholders have a right 
to subscribe, in their existing proportion, to the fresh issue of capital or to 
reject the offer, or sell their rights. The existing shareholders can authorize the 
company by passing a special resolution to offer such shares to the publle. 

Since fresh issues ai'e made, the share price of the share may be above the 
previous issue price, the difference is known as value of right. In other words. 

Value of Right = Market price of a share - Average price of a share 

. I- ■ ■ . - ■ " '■ ■ — — ' . . . - 

The average price of a share is equal to ; 

Market p rice of the existing shares + Issue price of proportionate right shares 
Existing sheires + Rights shares 

Accotmting treatment of right issue of shares is similar to the treatment 
discussed under application and allotment. 

Rlustratkm 10 

A limited company offers new shares of Rs. 100 each at 25% premium to the 
existing shareholders in the ratio of one share for eveiy five shares held. The 
market price of share is Rs. 150. Calculate the value of right. 

Solution 

Value of right = Rs. 150 - Rs. 145.83 = Rs. 4.17 

Average Price = Rs. 150 x 5 + 125/(5 +1) = 875/6 = Rs. 145.83. 


It may happen that certain shareholders fall to pay one or more instalments, 
viz., allotment money and/or call money. In such circumstances, the company 
can forfeit their shares by giving due notice and following the procedure specified 
tn the Articles of Association in this behalf. According to SEBI Guidelines, the 
subscription money must be received within twelve months from the date of 
allotment, If the investor falls to pay the call money within twelve months, the 
subscription money already paid may be forfeited [8.6.2]. 

To forfeit a share means to cancel the allotment to defaulting shareholders 
and to ti'eat the amount already received thereon as forfeited to the company 
within the framework of provisions embodied in the Articles of Association. 
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6.4.1 Accounting Treatment 

The effect of the forfeiture is to eancel allotment. Therefore, all entries relating 
to the shares forfeited, except those relating to premium, already passed in 
the accounting records must be reversed. 

(i) Forfeiture of Shares issued at par: When the shares issued at par are forfeited, 
the Journal entry required to record the forfeiture is as follows ; 

Share Capital a/c Dr, [Amount Called-up] 

Share Forfeited a/c [Amount received] 

Share Allotment a/c [Amount caUed-up but unpaid] 

and/or 

Share Call/Cails a/c 


Note ; In case "CallS'In-Arrears" account is maintained by the company, 'CalLs-in-Arrears' 
account would be credited in tlie above entry instead of 'Share Allotment' and / or 
'Slrnre Call/Calls' accounts. 

The balance of the Shares Forfeited Account is shown as an addition to 
the total paid up capital of the company under the heading 'Share Capital' on 
the liabilities side of the Balance Sheet till the forfeited shares are reissued. 


Illustration 11 (Forfeiture of Shares issued at Par) 

Ahmlted Company has an authorized capital of Rs. 1,00,000 in Equity Shares 
of Rs.lO each. 


8,000 Shares were subscribed for by the public and, during the first year 
of its operations, Rs.lO per shcire was called up payable Rs. 3 on application, 
Rs. 3 on allotment, Rs. 2 on first call and Rs. 2 on second call. 


The amounts received in respect of these shares were as follows : 


On 6,000 shares 
On 1,250 shares 
On 500 shares 
On 250 shares 


the full amount called up 
Rs. 8 per shcire 
Rs. 6 per share 
Rs. 3 per share 


The directors forfeited 750 shares on which less than Rs. 8 per share has 
been paid. 


Record journal entries in the books of the company recording the share 
capital transactions. 
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Solution 

Books of 'A* Limited Company 


Journal 



Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Bank a/c Dr. 

Equity Share Application a/c 
(Money received on appllcatlon.s for 8,000 
shares @ Rs. 3 per share) 


24,000 

24,000 


Equity Share Application a/c Dr. 

Equity Shai'e Allotment a/c Dr. 

Equity .Share Capital a/c 
(Transfer' of application amount to share 
capital and amount due on allotment of 

8,000 shares @ Rs. 3 per share) 


24.000 

24,000 

48,000 


Bank a/c Dr 

Equity Shar e Allotment a/c 
(Money received consequent upon allotment) 


23,250 

23,250 


Equity Share First Call a/c 

Equity Share Capital a/c 
(First call money due on 8,000 
shares @ Rs. 2 per shar-e) 

Dr, 


16,000 

16,000 


Bairk a/c 

Equity Share First Call a/c 
(Money received on first call) 

Dr. 


14.500 

14,500 


Equity Share Second Call a/c Dr. 

Equity Share Capital a/c 
(Second call amount due on 8,000 shares 
® Rs, per share) 


16,000 

16,000 


Bank a/c 

Equity Share Second Call a/c 
(Money received on second call) 

Dr, 


12,000 

12,000 


Equity Share Capital a/c 

Forfeited Shares a/c 

Equity Share Allotment a/c 

Equity Share First Call a/c 

Equity Share Second Call a/c 
(Forfeiture of 750 shares) 

Dr. 


7,500 

3,750 

750 

1,500 

1,500 
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Note : The amounts given in the entries can he calculated by preparing theJoUoujing table ; 


Instalment 

Amount 

Due 

Per 

Share 

Total 
Amouni 
Due. on 
8.000 
Shares 

Rs. 

Computations 

Total 
Amount 
Received 
on 8,000 
Shares 

Rs. 

Arrears 

Rs. 

Application 

3 

24 noo 

(6.000 Shares x Rs. 3) 
(1,250 Shai'es x Rs. 3) 
(500 Shares x Rs, 3) 

(250 Shares x Rs. 3) 

18,000 

3,750 

1,500 

750 




24,000 

8,000 

24,000 

— 

Allotment 

3 

24,000 

(6,000 Shares x Rs. 3) 
(1,250 Shares x Rs. 3) 
(500 Shares x Rs. 3) 

18,000 

3,750 

1,500 




24,fi00 

7,750 

23,250 

750 

First Call 

2 

16. .0./ 

(6,000 Shares x Rs. 2) 
(1,250 .Shares x Rs. 2) 
(750 Shares x Rs. 2) 

12,000 

2,500 




16,000 

7,250 

14,500 

1,500 

Second Call 

2 

16,000 

(6,000 Shares x Rs, 2} 

12,000 

4,000 

Total 





6,250 


Note : The balance on Share Application account would be transferred to Share Capital 


only after the shares have been formally allotted. 

(a) Forfeiture of Shares issued at a Premium 

(iia) When premium is received: Where shares originally Issued at a premium, 
on which premium amount has been fully realized, are later on forfeited 
due to non-payment of allotment/call money, accounting treatment of 
forfeiture would be on the same pattern as in the case of shares Issued at 
par. Thus, Securities Premium Account is not to be debited at the time of 
forfeiture. Following is the Journal entry : 

Shai'e Capiial a/c Dr. [Amount Called-up] 

Share Forfeited a/c [Amount received on 

capital account] 

Share Allotment a/c (Amount called-up but 

and/or unpaid] 

Share Call/Calls a/c 
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(it b) When premium is rwt received : However. 11' share.s originally issued at a 
premium on whicli the premium amount has not been received either wholly 
or partially are subsequently forfeited, Securities Premium Account is debited 
with the full amount of premium along with the share capital account at the 
time of forfeiture. 

Therefore, the journal entry to record the forfeiture of shares issued at a 
premium on which premium has not been fully received, is as thus : 

Share Capital a/c Dr. lAniount Called-up] 

Securities Premium a/c Dr, [Amount of Premium not 

received) 

Share Forfeited a/c [Amount received on 

capital account) 

Share Allotment a/c 

and/or [Amount UnpaidI 

Share Call/Calls a/c 

Note ! Where Calls-in-Arrears account is niaintaOied, Calls-in-Arrecu's is credited and not 
share allotment and/or share call/calls. 

Rlustration 12 (Foifeiture of Share issued at Premium) 

X Ltd. issued for pubUc subscription 40,000 Equity Shares of Rs. 10 each at a 
premium of Rs. 2 per share payable as under : 

On application Rs, 4 per share 

On Allotment Rs. 5 per share (Including premium) 

On Call Rs. 3 per shai'e 

Applications were received for 60,000 shares. Allotment was made pro¬ 

rata to the applicants for 48,000 shares, the remaining applications being 
rejected. Money overpaid on application was applied towards sums due on 
allotment, 

Shil Chltnls, to whom 1,600 shares were allotted, failed to pay the allotment 
money and Shri Jagdale, to whom 2,000 shares were allotted, failed to pay the 
call money. These shares were subsequently forfeited. 

Record journal entries in the books of the company to record the above 
transactions. 
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SoiutioB 


Books of X. Ltd. 
Journal 


LF. 

Debit 

Amount 

(Rs.) 


2,40.000 


2,40,000 


2,00,000 


1,61,280 

6,720 


1,20,000 


1,09,200 

10,800 


36,000 

3,200 


Date 


Particulars 


Credit 

Amount 

(Rs.) 


Dr. 


Bank a/c 

Equity Share Application a/c 
(Money received on applications for 60,000 
shares @ Rs. 4 per share) 


Dr, 


Equity Share Application a/c 
Equity Share Capital a/c 
Equity Share Allotment a/c 
Bank a/c 

(Application amount transfened to share 
capital, money refunded on rejected 
applications and excess application money 
under pro-rata distribution credited to 
share allotment) 


Dr. 


Equity Share Allotment a/c 
Equity Share Capital a/c 
Securities Premium a/c 
(Amount due on allotment of 40,000 shares 
® Rs, 5 per Share including premium) 


Bank a/c 

Dr. 

Calls-ln-AiTears a/c 

Dr. 

Equity Share Allotment a/c 


(Money received consequent upon allotment) 

Equity Share Call a/c 

Dr, 

Equity Share Capital a/c 


(First call money due on 40,000 


shares @ Rs. 3 per share) 


Bank a/c 

Dr. 

Calls-ln-Airears a/c 

Dr. 

Equity Share Call a/c 


(Money received on llrst call) 



Equity Share Capital a/c 
Securities Premium a/c 
Forfeited Shares a/c 
Equity Share Allotment a/c 
Equity Share Call a/c 
(Entiy for forfeiture of 3600 shares) 


Dr. 

Dr. 


2,40,000 


1,60,000 I 

32,000 

48,000 


1 , 20,000 

80,000 


1 , 68,000 


1,20,000 


1 , 20,000 


21,680 

6,720 

10,800 
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Notes to the Solution 
I, Amount Received on Allotment 

a) Amount due on Allotment 
40,000 shai'es x Rs. 5 per share 

b) Amount actually due on Allotment 
Amount due on Allotment 

Less Excess Application amount 
Applied to Allobnent 
Amount Actually due 

c) Allotment Amount due from Chltnis 
Allotment money on Chltnls's share 

1,600 shares x Rs. 5 per share 
Less Excess Application money paid 

Due to pro-rata distribution - 

(1,920 shares - 1,600 shares) x 4 


Rs. 2.Q0.nnn 
Rs. 2,00,000 



Rs. 8,000 


Allotment Amount due from Chltnis Rs. 6.720 

According to the ratio of pro-rata distribution (40,000 shares ; 48,000 shares), 
for 1,600 shares to be allotted, Chltnis must have applied for 1,920 shares (1,600 
shares x 6/5). 

d) Allotment Money Received 

Amount actually due on Allotment 

Less Amount unpaid by Chltnis Rs. 1,68,000 

Rs. 6.720 

Amount Received Rs. 1.61,280 

U. Balance on Shares Forfeited Account 

Amount paid by Chltnis : 

1,920 Shares applied for x Rs. 4 per share Rs, 7,680 

Amount Paid by Jagdale : 

2,000 Shares x (Rs. 4 + Rs. 3) Rs. 14.000 

Total Balance Rs. 21,680 

Note : Premium amount on Jagdale's shares will not be taken into accowit as it has been 
received in full by the company. 

Illustration 13(Foifeiture of Shares) 

Gammon India Ltd. Issued 64,00,000 equity shares of Rs. 10 each @ Rs. 30 
per share of which Rs. 25 (including Rs. 20 on account of premium) was payable 
along viTith applications and Rs. 5 at the time of allotment. Allotment was made 
on April 30, 2002 and demand letters for call at the time of allotment were 
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despatched. Holders ol 5,000 shares could not pay allotment money hence 
their shares were forfeited on May 20. Applicants for 10,000 shares paid full 
money along with applications through stock-invest. Give necessary Journal 
entries to record the transactions. 

Books of Gammon India Limited 
Journal 


Date 

Particulars 




Credit 




m 


Amount 

2002 



Hi 


(Rs.) 

April 1 

Bank a/c 

Equity Shai'e Application a/c 
(Money received on applications for 
64,00,000 .shares @ Rs. 20 per share 
and @ Rs. 10 on 10,000 shares) 

Dr. 


12,81,00,000 

12.81,00,000 

April 1 

Equity Share Application a/c 

Dr. 


12,81,00.000 



Etiuity Share CJapltal a/c 




3,20,00,000 


Equity Securities Premium a/c 




9,60,00,000 


Equity Share Suspense a/c 




1,00,000 


(Transfer of application money on shares 
allotted to share capital, e.xccss application 





amount credited to allotment account 
and money refunded on rejected 
applications) 





April 30 

Equity Share Allotment a/c 

Dr. 


6,40,00,000 



Equity Share Capital a/c. 




3,20,00.000 


Securities Premium a/c 




3,20,00,000 


(Amount due on the allotment of 64.00,000 





shares @ Rs.lO per share) 





May 20 

Bank a/c 

Dr. 


6.38,.50,000 



Calls-ln-arTears a/c 

Dr. 


50,000 



Equity Share Suspense a/c 

Dr. 


1,00,000 



Equity Share Allotment a/c 




6,40,00,000 


(Allotment monc ;, ; etived except on 5,000 





shares and advance received along with 
applicatlonvS adjusted) 





" 

Equity Share Capital a/c 

Dr. 


50,000 



Securities Premium a/c 

Dr. 


75,000 



C'dl'i in-arn 




25,000 


Equity Shai'c i uriciicd a/c 




1,00,000 


(For forfeiture of 5,000 shares) 






25,000 

1 , 00,000 
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Hates to the SolutioE 

1. For advanced money received on 10.000 shares is credited to "Equity Share 
Suspense A/c" instead of "Share Allotment A/c" for the reason tha t the allotment 
is made later on. This is as per the practice followed in some companies. For 
example, one can refer to the 80th Aimual Report (2001-02) of Gammon India 
Ltd. (page 36.) 

2. Since full premium Is not received, the whole amount Is transferred to "Share 
Forfeiture A/c". This is again In conformity with the Corporate practice as followed 
in the above case, (see page 46. note no.B-6). 

(Hi) Foifeiture of shares issued at a discount : When shares forfeited were 
originally Issued at a discount, the discount applicable to such shares must 
be cancelled or written back. In view of the fact that the discount on the issue 
of shares is a loss debited at the time of issue, it should be credited at the time 
of forfeiture in order that the balance on 'Discount on Issue of Shares Account 
relates only to the remaining shares forming part of share capital amount. 

When the shares issued at a discount are forfeited, the journal entry to 
record the forfeiture is as thus ; 

Share Capital a/c Dr. 

Forfeited Shares a/c 
Discount on issue of shar es a/c 
CaUs-in-Arrears a/c 

Illustration 14(Forfeiture of Shares) 

Mr. Gaurishankar Sharma holding 1,000 equity shares of Rs. 10 each issued 
at a discount of 10 per cent could pay Rs. 2.50 on application, but could not 
pay the allotment money of Rs. 2.50 per share and his shares were forfeited. 
Record this transaction. 

Solution 


(Amount Called-up] 

[Amount received] 

]Dlscount on Forfeited Shares] 
(Amount Unpaid] 


Books of the company 
Journal 


Date 

Particulars 


Debit 

Credit 

2002 


■ 

Amount 

(Rs.) 

Amount 

(Rs.) 


Share Capital a/c Dr. 

Share Forfeiture a/c 


10,000 



CaUs-in-Arrears a/c 





Discount on Issue of Shares a/c 
(Forfeiture of shares Issued at discount) 



1,000 
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6,4.2 Reissue of Forfeited Shares 


The directors of a company have the authority to reissue the shares once 
forfeited by them due to non-payment of calls, They can reissue the forfeited 
shares even at a discount provided the discount on reissue does not exceed 
the amount paid on such shares by the original holder. 


For example, a share of Rs. 10, on which Rs, 6 has been received till its 
forfeiture, can be reissued as fully paid up at an amount not less than 
(Rs.lO - Rs, 6) = Rs. 4 : in case the share is reissued as Rs. 8 paid up, an 
amount of not less than (Rs. 8 - Rs. 6) = Rs. 2 should be received from the 
person to whom the reissue is sought to be made. 

When forfeited shares are reissued at a discount, the journal entry is as 
given below : 


Bank a/c Dr. 

Shares Forfeited a/c 
Share Capital a/c 

(Reissue of_forfeited shares at Rs, 

debited to forfeited shares) 


(Amount Received) 

(Discount Allowed) 

(Amount Called-up) 

_per share and discount on reissue 


In case shares originally issued at a discount are reissued after forfeiture', 
the discormt on the issue of such shares is brought back into account by 
debiting Discount on the Issue of Shares Account with the amount 
proportionate to the number of shares reissued. This helps in maintaining a 
proportionate relationship between Discount on Issue Shares Account and 
Share Capital Account. 

Closure of Forfeited Shares Account 

After aU forfeited sheires have been reissued; the credit balance left on the 
Forfeited Shares Account is transferred to Capital Reserve Account, tire entry 
being: 


Share Forfeited a/c Dr. 

Capital Reserve a/c 

If all forfeited shares have not been reissued, the balance on tlie Forfeited 
Share Account relating to shares not reissued is carried fomard and only the 
balance left thereafter on the Forfeited Shares Account is transfenud to Capital 
Reserve Account. 
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Illustration 25(Forfeiture and Re-issue of Shares) 

The directors of a company forfeited 100 shares of Rs. 100 each issued at a 
discount of 5 per cent, on which Rs. 50 per share has been called up and 
Rs. 3,000 has been paid, They then reissued them to X upon payment of 
Rs. 7,000 credited as fully paid, Record the necessary Journal entries for 
forfeitmre and reissue of shares. 


Solution. 


Books of the Company 
Journal 



Debit 

Amount 

(Rs.) 


Credit 

Amount 

(Rs.) 


Equity Share Capital a/c Dr. 

Share Forfeited a/c 
Discount on the Issue of Share a /c 
Calls-ln-Arreai's a/c 

(Forfeiture of 100 shares for non-payment 
of call @ Rs. 15 per share and discount on 
issue written back) 


Bank a/c Dr, 

Discount on Issue of Shares a/c Dr, 

Shares Forfeited 
Equity Share Capital a/c 
(Reissue of 100 forfeited shares as fully 
paid at Rs.70 per share, discount on 
issue brought into account and the 
balance debited to forfeited shares) 


Share Forfeited a/c Dr 

Capital Reserve a/c 
(Closure of Forfeited Shares Account) 


illustration 16 (Reissue of Forfeited Shares originally issued at Premium) 

On Januaryl, 2002, the director of X Ltd. issued for public subscription 
50,000 Equity Shares of Rs.lO each at Rs,12 per share payable as to Rs, 5 on 
application (including premium), Rs.4 on allotment and the balance on Call 
Mayl, 2002. 

The lists were closed on February 10. 2002 by which date applications for 
70,000 were received. Of the cash received Rs. 40,000 was returned and 









COMPANY ACCOUNTS — ISSUE OF SHARE CAPITAL 



Rs. 60,000 was applied to the amount due on allotment, the balance of which 
was paid on February16, 2002. 

All the shareholders paid the call due on May 1, 2002 with the exception 
of an allottee of 500 shares. 

These shares were forfeited on September 29, 2002 and reissued as fully 
paid at Rs. 8 per share on November 1, 2002. 

The company, as a matter of policy, does not maintain a Calls-ln-Arrears 
Account. 

Give journal entries to record these share capital transactions In the books 
ofX. Ltd. 

Solution 


Book of X. Ltd. 
Journal 


Date 

2002 

Particulars 

■ 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Feb.10 

Bank a/c 

Equity Share Application 
and Allotment a/c 

(Amount received on application for 
70,000 shares ® Rs.5 per share 
Including premium) 

Dr. 

1 

3,50.000 

3,50,000 

Feb.16 

Equity Share Application and 

AUotrnent a/c Dr. 

Equity Share Capital a/c 

Securities Premium a/c 
[Transfer of application money on 50,000 
shares to share capitcd and premium 
accounts consequent upon allotment) 

1 

2,50,000 

1,50,000 

1,00,000 

Feb. 16 

Equity Share Application and 
Allotment a/c 

Equity Share CapltEil a/c 
(Amount due on allotment of 50,000 
shares @ Rs.4 per share) 

Dr. 

1 

2,00,000 

2,00,000 

Feb.16 

Elqulty Share Application and 

Allotment a/c Dr. 

Bank a/c 

(Money refunded on regretted application) 

1 

40,000 

40,000 
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Fe.b.l0 

Bank a/c 

Equity Share Applicahon 
and Allotment a/c 
(Money received on allotment) 

Dr. 


40.000 

40.000 

May 1 

Equity Shme First and Final Call a/c 
Equity Share Capital a/c 
(First call money due on 50,000 shares 
@ Rs. 3 per share) 

Dr. 


1.50,000 

1,50,000 

May 1 

Bank a/c Dr. 

Equity Share First and Final Call a/c 
(Money received on first call) 


1,48,500 

1,48,500 

Sept.29 

Equity Share Capital a/c Dr. 

' Share Forfeited a/c 

Equity Share First and Final Call a/c 
(Forfeiture of 500 shares for 
the non-payment of call) 


5,000 

3.500 

1.500 

Nov.l 

Bank a/c 

Shares Forfeited a/c 

Equity Share Capital a/c 
(Reissue of 500 forfeited shares as ftilly 
paid at Rs. 8 per share) 

Dr, 

Dr. 


4,000 

1,000 

5,000 

Nov. 1 

Share Forfeited a/c 

Dr. 


2,500 



Capital Reserve a/c 
(Balance on Forfeited shares account 




2.500 


tran,sfeiTed to capital reserve) 






Note to the Solution 

(i) A combined account of application and allotment has been used. 

(ii) Entries two and three In serial order (without dates) given above can be combined 
because they would be passed on the date of allotment. 

(iii) The amount of share premium has not been taken into account at the time of 
forfeiture of 500 .shares as it has been received in cash. 

Illustration 17 (Reissue oj Forfeited shares originally issued at discount) 

A limited Company forfeited 1,000 Equity Shares of Rs. 10 each, Issued at a 
discount of 10 per cent, for non-payment of First Call of Rs. 2 and Second Call 
of Rs. 3 per share. 

These shares were reissued to A upon payment of Rs. 7,000 credited as 
fully paid. 

The Company maintains Calls-in-Arrears Account. 
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Record journal entries in the books of the Company relating to forfeiture 
of l,CfOO shares and their reissue. 

SolMtion 


Books of Limited Company 
Journal 


Date 

Particulars 

L.F. 


Credit 





Amount 





(Rs.) 


Equity Share Capital a/c Dr. 


10,000 



Share Forfeited a/c 



4,000 


Discount on the Issue of Share a/c 



1.000 


Calls-lii-Arrear.s a/c 



5,000 


(Forfeiture of 1,000 shares for non-paynrent 
of call and discount on issue written back) 





Bank a/c Dr. 





Discount on Issue of Shares a/c Dr.i 





Shares Forfeited a/c Dr. 

Equity Share Capital a/c 
(Reissue of 1,000 forfeited shares as fully 
paid at Rs. 7 per share, discount on issue 
written back and the balance debited to 
forfeited shares account) 


2,000 

10,000 


Share Forfeited a/c Dr. 

Capital Reserve a/c 
(Closure of forfeited shares) 


2.000 

2,000 


Illustration 18 

0 Limited issued a prospectus offering 2,00,000 Equity Shares of Rs. 10 each, 
at a premium of Rs. 2 per share, payable as follows ; 

On Application Rs. 2.50 per share 

On Allotment Rs. 4.50 per share 

(Including premium) 

On First Call (three months from allotment) Rs. 2.50 per share 

On Second Call (tiuee months alter call) Rs. 2.50 per share 
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Subscriptions were received for 3,17,000 shares on April 23, 2002, and 
the allotment made on April 30, was as under: 

Shoj-es Allotted 

(i] Allotment in lull (two applicants paid in 

full on allotment in respect of 4,000 shares each) 38,000 

(ii) Allotment of two shares for every 

three shares applied for 1,60,000 

(ill) Allotment of one share for every 

four shares applied for 2,000 

Cash amounting to Rs. 77,500 (being application money received with 
applications on 31,000 shares upon which no allotments were made) was 
returned to appKcants on May 6, 2002. 

The amounts called from the allottees were received on the due dates with 
the exception of the final call on 100 shares. These shai'es were forfeited on 
November 15, 2002 and reissued to A on November 16 for payment of Rs. 9 
per share, 

The Company adopted Table A as its Article of Association. 

Record journal entries other than those relating to cash, in the books of 
0 Limited, and also show how the transactions would appear in the Balance 
Sheet, assuming that the Company paid interest due from it on 
October 31, 2002. 
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Solution 


Books of O UiTnlted 
Journal 


Date 


Particulars 


L.F. 


2002 
April 30 


April 30 


July 31 


July 31 


Oct. 31 


Oct. 31 


Nov, 15 


Share application a/c Dr. 

Equity Share Capital a/c 
Equity Share Allotment a/c 
Cash-in-Advance 

(Transfer of Application Money to share 
capital alter allotment and excess application 
money on 86,000 shares due to pro-rata 
allotment credited to share allotment) 

Equity Share Allotment a/c Dr. 

Equity Share Capital a/c 
Securities Premium a/c 
(Allotment amount due on 2,00,000 
shares ® I^s. 4.50 per share Including 
premium) 

Equity Share First Call a/c Dr. 

Equity Share Capital a/c 
(First call money due on 2,00,000 shares 
@ Rs. 2.50 per share) 

Calls-ln-Advance a/ c Dr. 

Elqulty share First Call a/c 
(Call in advance on 8,000 shares adjusted 
against flrst call money due) 

Equity Share Second and Final Call a/c Dr. 

Equity Share Capital a/c 
(Second call money due on 2,00,000 shares 
@ Rs. 2.50 per share) 

Calls in Advance a/c Dr. 

Equity Share Second and Final Call a/c 
(Calls In advance on 8,000 shares 
adjusted against second call money due) 

Equity Share Capital a/c Dr. 

Equity Shares Forfeited a/c 
Equity share Second and Final Cedi a/c 
(Forfeiture of 100 shares for the non¬ 
payment of call money) 


Debit 

Amount 


Credit 

Amount 


(Rs.) (Rs.) 

7,15,000 

5,00,000 

1,75,000 

40,000 


9,00,000 


5,00,000 

4,00,000 


5,00,000 


20,000 


5.00,000 


20,000 


5,00,000 


20,000 


5,00,000 


20,000 


1,000 


750 

250 
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Nov. 16 

A's a/c 

Equity Shares Forfeited a/c 

Equity Share Capital a/c 
(Amount due from A for the reissue 
of 100 shares as fully paid at Rs. 9 
per share) 

Dr. 

Dr. 


900 

100 

1,000 

Nov. 16 

Equity Shares Forfeited a/c 

Capital Reserve a/c 
(Being the closure of forfeited shares) 

Dr. 


650 

650 


Cash Book 


Receipts 

Amount 

(Rs.) 

Payments 


Equity Share Apllcation 
Equity Share Allotment 
Equity Share First Call 
Equity Share Second and 
First Call 

Equity Share Capital 

7,92,500 

6,85,000 

4,80,000 

4,79,750 

900 

Equity Shares Application 
Balance c/f 

77,500 

23,60,650 

Total 

24,38,150 

Total 

24,38,150 


Notes to the Solution 


I. Excess Application Money : 


Categories of 
Allotment 

— 

No. of Shares 
Applied 

No. of Share 
Alloted 

_ 

Ratio of 
Allotment 

i 

38,000 

38,000 

100% 

11 

2,40,000 

1,60,000 

2/3 

ill 

8,000 

2,000 

1/4 


2,86,000 

2,00,000 



Therefore, refund of application money = 3,17,000 - 2.86,000 x Rs. 2.50 




Rs. 

77,500 

Application money received 

= 

Rs. 

7,15,000 

(2,86,000 shares @ Rs. 2.50) 
Application money due ; 

(2,00,000 shares ® Rs. 2.50) 

= 

Rs. 

5,00.000 

Excess application money 


Rs. 

2,15,000 
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2. Amount of Calls-ln-Aclvance 

As two allotees, each holding 4,000 shai'es, paid the full amount on allotment, amount 
of calls-ln-advance Is thus ; 

8,000 shai’es x (2.50 + 2.50) = Rs. 40,000 

3, Interest on Calls-ln-Advance 

a) First call ; With first call money due three months after allotment and rate of 
interest on calls-ln-advance according to Table A being 6 per cent, the amount of 
Interest of calls-ln-advance adjusted against first call would be : 

(4,000 shares + 4,000 shares ) 

6 3 

8.000 X Rs. 2.50 x x — = Rs. 300 

b) Second call ; With stx months seperattng the due date of allotment and second 
call, the amount of Interest on the calls-in-advance adjusted against. 

(4,000 shares + 4,000 shares ) x Rs. 2.50 x x — = Rs. 600 

B. Issue of Shares for CoHslderatlou other than Cash 

There are instances where a company enters into arrangement with the vendors, 
from whom It has purchased assets, whereby the later has agreed to accept 
payment in the form of fully paid shares of the company issued to them. 

Thus, no cash is received for the Issue of shares and the normal procedure 
of application and allotment is also dispensed with. Obviously, these shares 
have to be demarcated from those issued for cash by being distinctly shown in 
the company's balance sheet. 

In such a case, the following journal entries are required : 

(i) Purchase of Assets 

Assets a/c Dr. (Puichase Price] 

Vendor a/c 

(Record of assets purchased) 

(ii) Issue oj Shares 

Vendor a/c Dr. 

Share Capital a/c 

(Issue of_fully paid shares of Rs._each to the vendors for 

consideration other than cash). 
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niustration 19[Issue of Shares) 

Sriratn Ltd. was formed as a public limited company with an authorized capital 
of Rs. 16,00,000 divided into shares of Rs. 10 each. After two years, Sriram 
Ltd. issued fully paid shares of Rs. 10 each In consideration of acquiring assets 
worth Rs. 3,80,000 from M/S Ram and Rahim who agreed to Join as promoter 
directors. Give journal entries to record the transaction in the Books of Accounts 
of the company if shares are Issued — 

1. At par; 

2. As a sweat equity at a discount of 5%: and 

3. At a premium of 20%. 


Solution 


Books of Sri Ram Ltd. 
Journal 


Date 

Particulars 


L.F. 

Debit 

Credit 





Amount 

Amount 





(Rs.) 

(Rs.) 


Assets a/c 

Dr, 


3,80,000 



Ram and Rahim 




3,80,000 


(Assets purchased) 






Ram and Rahim a/c 

Share Application a/c 
(Application for Shares received for 
promoters quota) 

Dr. 


3,80,000 

3,80,000 

1 

Share Application a/c 

Equity Share Capital a/c 
(Allotment of Shares at par) 

Dr. 


3,80,000 

3,80,000 

2 

Share Application a/c 

Dr. 


3,80,000 



Discount on Issue of Shares a/c 
Equity Share Capital a/c 
(Shares Allotted to promoters as 
Sweat Equity) 

Dr. 


20,000 

4,00,000 

3 

Share Application a/c 

Dr. 


3,80,000 



Equity Share Capital a/c 




3,04,000 


Securities Premium a/c 




76,000 


(Shares allotted to promoters at a premium) 
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Privat© Placement of Shares ' 

According to Section 81(1A) of'Fhe Companies Act, 1956, private placement of 
shares implies issue and allotment of shares to a selected group of persons. In 
other words, an issue, which is not a public Issue but offered to a select group 
of persons, is called 'Private Placement of Shares'. All SEBI Guidelines 
concerning preferential Issue are applicable to private placement of shares as 
well. In order to make issue of shares through the private placement route, a 
company should pass a special resolution to this effect. Where no such 
resolution is passed, but the number of votes cast in favour exceed the number 
of votes cast against the proposal, the board of directors of such company can 
make an application to the Central Government for obtaining consent by stating 
that the proposal is most beneficial to the company. 

Accounting treatment 

Accounting entries relating to the private placement of securities will be similar 
to those discussed above at the time of applications and allotment as also the 
accounting entries stated under the caption "Issue of shares for a consideration 
other than cash". If shares are Issued for redeeming the convertible portion of 
debentures or at the time of suirender of warrants, the following entries will 
be made ; 

1. For trcuisfeiririg amount convertible debentures 

Convertible Debentures a/c Dr. 

Debenture holder,s a/c 

2. For receiving applications: 

Debenture holder.s a/c Dr. 

Ecjulty Share Application a/c 

3. For making allotment 

Equity Share Application a/c Dr. 

Eqully Share Capital a/c 
Sccurilk's I’rc'inlvim (11 any) 

When wairanls are surrendered, die wamants are cancelled and the shares 
are Issued. 
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6.6 Emptojee Stock. Option Wan,: 

In order to retain high caliber employees or to give them a sense of belonging, 
companies may offer theh Equity Shares to be purchased at their will. Such 
scheme is called Employee Stock Option PlanfE^OP). Employees Stock Option 
Implies the right, but not an obligation, granted to an employee to purchase 
shares of the company at a predetermined price, In pursuance of employee 
stock option scheme {ESOS]. The term 'employee' includes permanent employee 
of the company working in India or out of India; or a Director of the company 
or an employee of a subsidiary or a holding company of the company. The 
employee has a right to exercise the option of purchase of shai'es within the 
vesting period, i.e., the time period during which the scheme remains In 
operation. Those employees who belong to promoters' group or a director 
directly or through his relative or any body corporate holds more than 10% of 
the outstanding equity shares of the company shall not be eligible to participate 
in ESOS. Any share issued under the scheme of ESOS shall be locked-in for 
a minimum period of one year from die date of allotment. However, lock-in 
wiU not be applicable in case employees are Issued shares as part of the 
public issue. 

Accounting Treatment for Employee Stock Option Scheme 

The value of options granted to the employees is to be treated as another form 
of employee compensation. In other words, it wtU be treated as an expense of 
the company and hence has to be written off over the vestmg period. When the 
option is granted, the value of option is the difference between exercised price 
and closing market price of the share multiplied by the number of options. In 
other words, accounting value of an option is equal to 

No of options X (Market price - exercise price) 

Suppose a company grants 200 options to its employees at the rate of 
Rs. 30 per option and on that date the market price of share is Rs. 160, tlie 
value of options wEl be 

= 200 X (Rs. 160 - Rs. 30) = Rs. 26,000 

This is also known as option discount, which can also be determined by 
using Black Scholes formula or other similar valuation method. 

There may be two situations — (i) where the employees exercise the option, 
and (ii) some employees do not exercise the option. In the first case, the 
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accounting value of the option is to be treated as employee compensation and 
shall be amortized on a straight-line basis over the vesting period. In the second 
case, the employee compensation equal to the amortized portion of the value 
of lapsed options will be debited to Employee Stock Option Outstanding Account 
and credited to Defen-ed Employee Compensation Expense Account. It is to be 
noted that Deferred employee compensation expense is an expense account 
and employee stock option outstanding is a liability account. Following are the 
entries for both of these situations : 

(i) When option is granted 

Deferred Employee Compensation Expense a/c Dr. 

Employee Stack Option Outstanding a/c 

(ii) When employees exercise the option 
Cash/Bank a/c 

Employee Stock Option Outstanding a/e 
Equity Share Capital a/c 
Securities Ikenilum a/c 

(iiij For amoiiizing the expense 

Employee Compensation Expense a/c Dr. 

Defened Employee Compensation Expense a/c 

(iv) When the options lapse 

When the options lapse, the value of such options is divided into two 
parts, viz., the aniorilzed portion of tlie value of option aird tire uriamortized 
portion of the value of options. 

Amortized value of options lapsed 

UnamortIzed value of options lapsed 

Entry for this will be as follows ; 

Employee Stack Optlon.s Ouislandlng a/c Dr. 

Employee Conipen.sat:lon Expense (AmoitJzed Value) a/c 
Deferred Employee Compensation Expense (Unamortized value) a/c 


= No of options lapsed x discount x time 
interval between the offer date and date 
of lapse/vesting period 

= No of options lapsed x discount x time 
interval between the date of lapse and 
vesting period/vesting period 


Dr. 

Dr, 
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In Balance Sheet, Employee Stock Options Outstanding will appear as 
part of Shareholders' Equity and Deferred Employee Compensation will appear 
as negative item forming part of Shareholders' Equity. This implies that habiUly 
whl be treated as issued capital and expense as debit to equity capital. Under 
Generally Accepted Accounting Principles (USGAAP) The expense on excerclse 
of stock option is charged to Profit and Loss Account (Income Statement). 

Illustration 20 (Employee Stock Option) 

Hindustan Lever Limited granted 500 options on April 1, 1999 at Rs. 40 
(nominal value Rs. 10 each) when the market price was Rs. 160, the vesting 
period was two-and-a-half years. The maximum exercise period was one year. 
On May 1, 2001, 150 unvested options lapsed and 300 options were exercised 
on June 30, 2002 and remaining 50 options lapsed at the end of exercise 
period. Record necessary journal entries. 

Solution 


Books of Hindustan Liver Ltd. 
Jouined 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

1999 
ApiH 1 

Deferred Employee Compensation 

Expense a/c Dr. 

Employee Stock Options 

OutstEmdtng a/c 
(GrEint of 500 options at a 
discount of Rs. 120) 

1 

60.000 

60,000 

2000 
Mar. 31 

Employee Compensation 

Expense a/c Dr. 

Defened Employee 

Compensation Expense a/c 
(Amortization of Deferred compensation) 

1 

24.000 

24,000 

2001 
Mai-. 31 

Employee Compensation 

Expense a/c Dr. 

Deferred Employee Compensation 
Expense a/c 

(Amortization of Deferred compensation) 

1 

24,000 

24,000 
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Employee Stock Options 

Outstanding a/c Dr. 18,000 

Employee Compensation Expense a/c 
Deferred Employee Compensation 
Expense a/c 

(Reversal of compensation accounting on 
lapse of 150 unvested options) 

Employee Compensation Expense a/c Dr. 8,400 

Deferred Employee Compensation 
Expense a/c. 

(Amortization of Deferred compensation) 

Bank a/c Dr. 12,000 

Employee Stock Options 

Outstanding a/c Dr. 36,000 

Equity Share Capital a/c 
Securities Premium a/c 
(Exercise of 300 options at an exercise 
price of Rs.40 each and an accounting 
value of Rs. 120 each) 

Employee Stock Options 

Outstanding a/c Dr. 6,000 

Employee Compensation 
Expense a/c 

(Reversal of compensation accounting 
on lapse of 50 vested options at the 
end of exercise period) 


Notes to the Solution 


(i) 

Accounting value of options 

= 500 X (Rs. 160 - Rs. 40) 

= Rs. 60,000 

(11) 

Amortization: 



Year 1 

60,000/2.5 = Rs. 24,000 


Year 2 

60,000/2.5 = Rs. 24,000 


Year 3 

60,000/0.5 = Rs. 12,000 

(111) 

Amortized Portion 

= (150 X Rs. 120) X 2/2.5 

= Rs. 14,400 

(Iv) 

Unamortlzed Portloir 

= (150 X Rs. 120) X 0,5/2.5 

= Rs. 3,600 

(V) 

Securities Premium 

= No. of options exercised x (Market 

Price - Face Value) 

300 X (Rs. 160 - Rs. 10) 

= Rs. 45,000 


2001 
May 1 


2002 
Mar, 31 


June 30 


Oct. 1 


14,400 

3,600 

8,400 

3,000 

45,000 


6,000 
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(vl) Employee Compensation Expense on 01/10/02 

= No. of vested options lapsed x 
(Market value - exercise price) 
= 50 X (Rs. 160-40) 

= 50 X Rs. 120 

= Rs, 6,000 


Accounting for Employee Stock Purchase Scheme 

In respect of shares Issued under Employee Stock Purchase Scheme, during 
any accounting period, the following journal entry will be passed : 

Cash/Bank a/c Dr. [Issue Price x No. of shares] 

Employee Compensation Expense a/cDr. [Accounting value of options] 

Share Capital a/c [No. of shares x Face value] 

Secuittles Premium a/c [No. of shares x (Market 

price - Face value) [. 

Rlustration 21 (Employee Stock Purchase) 

Suppose Hindustan Lever Ltd. issued 500 shares on January 1, 2002, under 
ESPS at Rs. 40 when the market price was Rs. 100. Record journal entry 
assuming that nominal value of a share is Rs. 10. 


Solution 


Books of Hindustan Liver Ltd. 
Journal 


Date 

2002 

Particulars 

L.F. 

Debit 

Amount 

[RsJ 

Credit 

Amount 

(Rs.) 

June 30 

Bank a/c Dr. 

Employee Compensation Expense a/c Dr. 
Equity Share Capital a/c 

Securities Premium a/c 
(Issue of 500 shares under ESPS at a 
price of Rs. 40 each when market price 
is Rs. 100) 


20,000 

30,000 



Notes to the Solution 


Accounting value of Shares 


500 X (100 - 40) 
Rs. 30,000 
500 X (100 - 10) 
Rs. 45,000 


Securities Premium 
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6*7 Disclosure of Sliax© capitsl 
In Corpoir&te Balance Sheet, 

According to Sc.herlule VI ot Cornprinles Act, 1956, the information regarding 
share capital is to b(i shown in the following manner : 

Balance Sheet of. as at. 2002 


(Liability Side with Share Capital Only) 


Instruction 

PTgures 
for (lie 

Liabilities 

Figures 
for the 


preuious 


current 


year 

fKs.j 


year 

(Rs.) 

Terms of rcclenipllon or 
conversion (if any) of any 
redeemable prc-RTOace ('apital to 
be stated, together witli earliest 
date of redemption or eoiiveisloii 


Share Capital 

Authorised. 

Shares of Rs.each 


Particulars of any opllon on un¬ 
issued share eap'ltal to be 
specllled 


Issued (distinguishing between 
tlie various classes of capital 
and stating the particulars 
specllled below, in respect of 
each class)...Shares of Rs. 

.called up 


Partlculai'.s of different cla.sse,s 
of Preference .sharti.s to be given 

\ 

Subscilbed (Distinguishing 
between the various classe,s of 
capital and stating the 
partlculai's specified below, 

in respect of each class). 

Shares of Rs.called up 




On the above shares. 

shares are allotted as fuUy 
paid up pursuant to a contract 
without payment being 
received in cash 

Off the above shares. 


Specify the sovirce from wlileli 
bonus shares are Issued, e.g., 
capitalization of inoflls or 
reserves or from Secairllles 
Premium A/c 


Off the shares.shaies 

are allotted as liilly paid up by 
way of bonus shares 

Lc^ss ; Calls unpaid : 

(I) By Directors 

(II) By Others 


Any capital profit on re-issue of 
forfeited shai'es should be 
transfen-ed to capital reserve 


Add : Forfeited Shares amount 
Orglnally paid 

















ACCOUNTANCY 



niustration 22(Disclosure of Share Capital) 

Hereunder we present the disclosure of share capital information in respect of 
Wipro Ltd. and Gujarat Ambuja Cement Ltd. in Exhibit 1 and 2 respectively, 


Exhibit 1 


Balance Sheet of Wipro Ltd. (Share Capital Only) 
As at March 31, 2001 


(Rs. in '000) 


SHARE CAPITAL 

2001 

2000 


Rs, 

Rs. 

Authorized 

37,50,00,000 Equity shares of Rs. 2 each 

7,50,000 

7,50,000 

(2000 : 235,000,000 equity shares of Rs. 2 each) 

25,00,000 (2000 : 25,00,000)10.25% Redeemable cumulative 
preference shares of Rs. 100 each 

2,50,000 

2,50,000 


10,00,000 

10,00,000 

Issued, subscribed and paid-up 

23,24,33,019 equity shares of Rs. 2 each (2000 : 

4,64,866 

4,58,313 

22,91,56,350) 

NU (2000 : 25,00,000) 10.25% Redeemable cumulative 
preference shares of Rs. 100 each 


2,50,000 


4,64,836 

7,08,313 


Notes 

1. Of the above equity shares ; 

{!) 226.905!te5 equity shares {2000 ; 226,905,825), have been allotted as fully- 

paid bonus shares by capitalization of share premium of Rs. 32.639 and general 
reserves of Rs. 421,173. 

(h) 1,325,525 equity shares (2000 : 1,325,525) have been allotted as fully paid-up, 

pursuant to a scheme of amalgamation, without payment being received in cash 

(ill) 3,162,500 shares representing 3.162,500 American Deposltoiy Receipts received 
during the year pursuant to American Depository offering by the company 

(Iv) 114,169 equity shares Issued during the year pursuant to Employee Stock Option 
Plan. 

2, Preference shares were redeemed In December, 2000. 

(Excerpted from Wipro Annual Report 2000-2001, p. 44) 
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Exhibit 2 

Balance Sheet of Gujarat Ambuja Cementa Ltd. 
(Share Capital only) 

As at June 30, 2001 
(Ra. in Lakhs) 


(Rs. in '000) 


share capital 

. - 2001 

2000 

Authorized 

25,00,00,000 Equity shares of I^. 10 each 

15,00,000 Preference shai'es of Rs. 10 each 

'b,.- Rs.-; 

i 1 

, 25,000.00 
' 15.000,00 

Rs. 

25,000.00 

15,000.00 


40,000.00 

40,000.00 

Issued 

14,72.77,310 (14.72.76,910) Equity shares of Rs. 10 each 
- (10,00,00,000) 10% Non-cumulatlve Preference shares of 
Rs. 10 each 

142,727,73 

.1 

■ i . . 

142.727.69 

10,000.00 

14,727.73 

1,52,727.69 

24,727.69 

Subscribed 

14,71,31,802 (14,71,28,002) 

Equity shares of Ra. 10 each fully called-up 

Less : Allotment and Call money In arrears 
(other than Directors) - 

(10,00,00,000) 10% Non-cumulatlve Preference 
shares of Rs. 10 each fully paid 

iL A' 

f ’it" 

14,713,18 

2.20 

17,712.80 

2.59 

14,710.98 

24,710.21 


1, Out of the equity shares — 

(1) 10,45,33.376 shares of Rs. 10 each, have been issued as fully paid-up Bonus 

Shares by way of Capitalization of Security Premium Account and Capital 
Redemption Rescive Account 

(ii) 49,08,148 (49,06,448) shares have been Issued against exercise of Tradable 
WaiTants attached to 18.5% Secured Redeemable Non-convertible Debentures 
(111) 1,24,94,190 share.s have been Issued on conversion of 15,997 3.5% Foreign 
Cun'ency Convciiible Bonds of US $5000 each 
(Iv) 400 (-) shares have been Issued on exercise of option by employee under the 
Employee Stock Option Scheme 1999-2000. 

2. 10,00,00,000 10% Non-cumulatlve Redeemable Preference Shares have been redeemed 
during the year at par on respective due dates. 

(Excerpted from Gujarat AmhuJa Cements Ltd. Annual Report 2000-2001, p. 60] 
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' 6.8 Buy-ftaclc of ShmtB' 


The term buy-back of shares implies the act of purchasing its own shares by a 
company either from free reserves, securities premium or proceeds of any 
shares or securities. According to Section 77A of the Companies Act, 1956. a 
company can buy its own shares either from the (a) existing equity shareholders 
on a proportionate basis; or (b) open market; or (c] odd lot shareholders; or 
(d) employees of the company pursuant to a scheme of stock option or sweat 
equity. Following are the procedural rules ; 

(i) The buy-back should be authorized by the Ai-ticles 

(h) The special resolution Is to be passed in the General Meeting of 
shareholders 

(iil) The buy-back of the shares cannot exceed 25% of paid-up capital 
and free reserves in a linancial year 

(iv) The debt-equity ratio should not be more than 2:1 after such buy-back. 

(v) All the shares for buy-back should be fully paid-up 

(vi) The buy-back should be completed within 12 months from the date 
of passing the special resolution 

(vU) The company 'must file solvency declaration with the Registrar and 
SEBI in the form of an affidavit signed by at least two directors of the 
company. The affidavit must state that the Board has made fuE inquiry 
into the affairs of the company as a result of which they have formed 
an opinion that the company is capable of meeting its liabilities and 
will not render insolvent within a period of one-year from the date of 
declaration adopted by the Board [77A(6)1. 

6.8.1 Extinguishment of Certificates 

A company that buys-back its own shares shall extinguish and physically 
destroy such shares within seven days of the last date of completion of buy¬ 
back in the presence of merchant bankers or Registrar or Statutory 
auditor [77A(7)]. 

6.8.2 No further Issue 

Where a company completes the buy-back of its shares, it shall not make 
further issue of shares within a period of twenty-four months except by way of 
bonus issue or in the discharge of some obligation such as conversion of 
warrants, stock option schemes, sweat equity or conversion of preference shares 
and debentures Into equity shares [77A(8]1. 
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6.8.3 SEBI Gtddelines 

Besides the aforesaid specific provisions contained in Section 77A of The 
Companies Act, 1956, SEBI has made regulations in 1998 with regard to the 
buy-back of shares. Following are the Important points : 

1. Buy-back of shares cannot be from any persons through negotiated deals, 
whether on or of the Stock Exchange or through spot transactions or 
through private arrangement [4(2)1. Therefore a company is required to 
make public announceihent in at least in one National English Dally, one 
Hindi National Daily and one Regional Language Daily all with wide 
circulation where registered office of the company is situated. 

2. Public announcement among other things should specify the followings : 

(a) Specify the date of the despatch of the offer letter, which is termed as 
"specified date". The date so specified shall,,pot be less than earlier 
than 30 days but not later than 42 days. 

(b) The company shall file Information to the SEBI within seven working 
days from the date of public announcement. 

(c) The offer for buy-back shall remain open to the members for a period 
of not less than 15 days but not exceeding 30 days. However, the 
opening date for the offer shall not be earlier than 7 days or later than 
30 days from the specified date. 

(d) The company shall complete the verification of offers within 15 days 
from the date of closure and shares lodged shall be deemed to have 
been accepted unless communication of rejection is made within 15 
days from the date of closure. 

6.8.4 Proportionate Buy-back ''' 

In case the number of securities tendered for buy-back are more than the 
number of securities to be bought back, the number of securities to be bought 
back from each member shall be determined by following formula : 

Acceptance tendered by a member x Number of securities to be bought back 

Total acceptance tendered. 

6.8.5 Escrow Account 

The word 'escrow' means a contract or bond deposited with a thud person, by 
whom it is to be delivered to the guarantee on the fulfillment of some condition. 
In order to perform obligations under the scheme of buy-back of securities, a 
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company is required to open an escrow account which may consist of (a) cash 
deposited with a commercial bank; or (b] bank guarantee in favour of a merchant 
banker; or (c) deposit of acceptable securities with appropriate margin; or (d) 
combination of (a), (b) and (c) with merchant banker with an amount equal to 
25% of the consideration payable if consideration is not more than Rs. 100 
crores plus 10% of the consideration exceeding Rs. 100 crores. On completion 
of all the payment to the security holders who had accepted the offer of buy¬ 
back and granted by the company, the amount and/or securities deposited in 
escrow shall be released to the company. SEBI can forfeit the escrow account 
in case of non-fulfillment of obligations by the company. 


Terms tised in the chapter 


1. Company 

2. Share Capital 

3. Authorized Capital 

4. Issued Capital 

5. Unissued Capital 

6. Subscribed Capital 

7. Unsubscribed Capital 

8. Called-up Capital 

9. Uncalled Capital 

10. Paid-up Capital 

11. Reserve Capital 

12. Share 

13. Preference Share 

14. Cumulative Preference Share 

15. Non-cumulative Preference Share 

16. Participating Preference Share 

17. Non-participating Preference Share 

18. Redeemable Preference Share 

19. Non-redeemable Preference Share 

20. Convertible Preference Share 

21. Non-convertible Preference Share 


22. Equity Share 

23. Issue of shares for consideration 
other than cash 

24. Issue of shares for cash 

25. Issue of shares at par 

26. Application for shares 

27. Minimum Subscription 

28. Allotment of Shares 

29. Calls on Shares 

30. Calls-ln-Arrears 

31. Calls-ln-Advance 

32. Oversubscription 

33. Under-subscrlptlon 

34. Issue of Shares at Premium 

35. Issue of shares at Discount 

36. Forfeiture of Shares 

37. Reissue of forfeited shares 

38. Employee Stock Option Plan 

39. Employee Stock Purchase Scheme 

40. Buy-back of shares 

41. Escrow Account 
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i,Sii||iu)4wiy 

Company : An organization consisting of individuals called 'shareholders' by virtue 
of their holding the shares of a company, who can act as one legal person as 
regards Its business through an elected board of directors. 

Share: Fractional part of the capital and forms the basis of ownership In a company. 
Shares are generally of two types, olz.. equity shares and preference shares, 
according to the provisions of The Companies Act. 1956. Preference shares again 
are different types based on varying shades of rights attached to them. 

Share Capital of a company is collected by issuing shares to either a select 
group of persons through the route of private placements and/or offered to the 
public for subscription. Thus, the Issue of shares Is basic to the capital of a company. 
Shares are issued eltlier for casli or for consideration other than cash, the former 
being more common. Shares are said to be Issued for consideration other than 
cash when a company purchases business, or some asset/assets, and the vendors 
have agreed to receive payment In the form of fully paid shai-es of a company. 

Stages of Share Issue .The Issue of shares for cash Is required to be made in strict 
conformity with the procedure laid down by law for the same. When shai-es are 
Issued for cash, tlie amount on them can be collected at one or more of the following 
stages : 

(I) Application for shares 

(II) Allotment of shares 

(III) Call/Calls on shares. 

Calls in arears : Sometimes, the full amount called on allotment and/or call (calls) 
Is not received from the allottees/shareholders. Tl'ie amount not so received are 
cumulatively called 'Unpaid calls' or 'Calls-ln-Arrears'. However. It Is not mandatory 
for a company to maintain a separate Calls-ln-Arrears Account, There are also 
Instances where some shareholders consider It discreet to pay a part or whole of 
the amount not yet called up on the shares allotted to them. Any amount paid by 
a shareholder In the excess of the amount due from him on allotment/caU (calls) is 
known as 'Calls-in-AdVcmce' for which a separate account is nralntained. A company 
has the power to charge interest on calls-tn-arrears and Is under an obligation to 
pay Interest on calls-ln-advance If It accepts them In accordance with the provisions 
of Articles of Association. 

Over Subscription : It is possible for the shares of some companies to be 
oversubscribed which means tliat applications for more shares are received tlian 
the number offered for subscription through the prospectus. Under such a condition, 
the alternatives available to the directors are as follows : 

(I) They can accept some applications In full and totally reject the others 

(II) A pro-rata distribution can be made by them 

(hi) A combination of the above two alternatives can be adopted by them. 
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If the amount of mlntraum subscription is not received to the extent of 90%, 
the issue devolves. In case, the applications received are less than the number of 
shares offered to the public, the issue is termed as 'undersubscribed'. 

Issue of Shares at Premium : Irrespective of the fact that shares have been Issued 
for consideration other than cash or for cash, they can be Issued either at par or at 
premium. The issue of shares at par implies that the shares have been Issued for 
an amount exactly equal to their face or nominal value. In case shares are Issued 
at a premium, l.e., at an amount more than the nominal or par value of shares, the 
amoimt of premium is credited to a separate account called 'Securities Premium 
Account', the use of which Is strictly regulated by law. 

Issue of Shares at Discount: Shares can as weU be Issued at a discount, l.e., on 
amount less than the nominal or par value of shares, provided the company fuUy 
complies with the provisions laid down by law with regard to the same. Apart from 
such compliance, shares of a company caimot ordinarily be Issued at a discount. 
When shares are Issued at a discount, the amount of discount is debited to 'Discount 
on Issue of Share Accoimt', which is in the nature of capital loss for the company. 

Forfeiture of Shares : Sometimes, shareholders fall to pay one or more instalments 
on shares allotted to them, In such a case, the company has the authority to forfeit 
shares of the defaulters. This is catted 'Forfeiture of Shares’. Forfeiture means the 
cancellation of allotment due to breach of contract and to treat the amount already 
received on such shares as forfeited to the company. The precise accounting 
treatment of share forfeiture depends upon the conditions on which the shares 
have been issued — at par, premium or discount. Generally spealdng, accounting 
treatment on forfeiture is to reverse the entries passed till the stage of forfeiture, 
the amount already received on the shares being credited to Forfeited Shares 
Account, 

Re-issue of Shares : The management of a company is vested with the power to 
reissue the shares once forfeited by it, subject of course, to the terms and conditions 
in the articles of association relating to the same. The shares can be reissued even 
at a discount provided the amount of discount allowed does not exceed the credit 
balance of forfeited shares account relating to shares being reissued. Therefore, 
discount allowed on the reissue of forfeited shares Is debited to forfeited shares 
account. 

Once all the forfeited shares have been reissued, any credit balance on forfeited 
shares account is transferred to Capital Reserve Account representing profit on 
forfeiture of shares. In the event of all forfeited share not being reissued, the credit 
amount on forfeited shares account relating to shares yet to be reissued is canrled 
forward and the remaining balance on the account only is credited to capital reserve 
account. 

Employee Stock Option Plan : The companies can issue shares on a preferential 
basis to their employees and whole-time directors under the scheme of 'Employee 
Stock Option Plan' (ESOP) or under 'Employee Stock Purchase Scheme' (ESPS). 
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The former Is treated, as defended expense accounting while the latter Is preferential 
allotment. 

Buy back of Shares: A company can buy-back its shares through an open invitation, 
which has to remain in operation for a minimum period of 7 days but not more 
than 30 days. In order to meet its obligations, the company has to deposit an 
amount equal to 25% of consideration payable for shares to be bought back upto 
Rs. lOO crores and 10% of the consideration in excess of Rs. 100 crores. This 
amount will return back to the company after completion of all obligations. If 
company fails to meet Its obligations, tlie balance standing in the Escrow Account 
will be forfeited by SEBI. 


Objective Type Questions 

1. A company Is created by 

I. special act of Parliament 

II, agreement between investors or potential .shareholders 
ill. general law 

Iv. status of Its members. 

2. The share capital of a company consists of 
1, Equity and preference shares 

li. Equity shares 
ill. Preference shai-es 
Iv. Deferred shares 

3. A private company which Is subsidiary of public company is a 

i. Private company 

ii. Public company 
ill. Foreign company 
Iv, None of the above. 

4. Holders of preference shares will have a right to vote If the dividend 
remains In arears for a period of not less — 

I. IVo years 

II. ITiree year.s in last six years 
HI. Six years 

iv. None of the above. 
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5. Security Premium Account can be used for 
(1) paying dividend on shares 
(il) writing of the expenses on any issue of shares or debentures 
(111) paying tax liability 

(iv) meeting the loss on the sale of an old asset. 

6. Forfeited Shares Account is finally closed by transfer of its bcdance to 
(1) Securities Premium Account 

(li) General Reserve Account 

(ill) Debenture Sinking Fund Account 

(Iv) Capital Reserve Account. 

7. Fill in the blanks. 

i. A share denotes a_part of company's share capital. 

11. Shai'e Capital of a company has an identity quite_from Innumerable 

streams of contributions by Individuals. 

ill. Reserve Capital of a company is meant to be called for the purpose of 
_only. 

Iv. A share forms the basis of_In a company. 

V. Minimum Subsculption denotes the_of capital, which must be raised 

by a company before it can proceed to_of shares. 

Short Answer guestlons 

8. What is public company? 

9. What is private limited company. 

10. Define Government Company? 

11. What do you mean by a listed company? 

12. What are the uses of securities premium? 

13. What is sweat equity? 

14. What Is employee stock option plan? 

15. What Is Escrow Account? 

16. What is buy-back of shares? 

17. Write a brief note on 'Minimum Subscription'. 

Essay Type Questions 

18. What is meant by the word 'Company'? Describe its characteristics. 

19. Explain in. brief the main categories In which the share capital of a company Is 
divided, 
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20. What do you mean by the term 'share'? Discuss the type of shares, which can 
be Issued under the Companies Act. 1956 as amended to date. 

21. Discuss the process for the allotment of shares of a company in case of 
oversubscription. 

22. What Is a 'Preference Share'? Describe the dllferent types of preference shares. 

23. Describe the provisions of law relating to 'Calls-in-Arrears' and 'Calls-in- 
Advance'. 

24. Explain the terms 'Oversubscription' and 'Undersubscrlptlorl'. How are they 
dealt with In accounting n.-cords? 

25. Describe the purposes for which a company can use 'Securities Premium 
Account'. 

26. State clearly the conditions under which a company can Issue shares at a 
discount. How Is It different from sweat equity? 

27. Explain the term 'Forfeiture of Shares' and give the accounting treatment on 
forfeiture. 

< ( 

28. Hindustan Organics Limited Issued 2.00.000 Equity shares of Rs. 10 each 
payable as to Rs. 2.50 on application, Rs. 2.50 on allotment and the balance tn 
three subsequent calls of Rs. 2.50 each. All the money was duly received. 

Record these transactions in the Journal of the Company. 

29. A limited company offered for subscription 10.000 Equity Shares of Rs. 10 
each at a premium of Rs. 2 per share. 5,000, 10% Preference Shares of Rs. 10 
each at psir. 

The amount on equity shares was payable as thus : 

On Application Rs. 2.50 per share 

On Allotment Rs. 5 per share (Including a premium] 

On First Call Rs. 4.50 per share 

The amount of preference shares was payable as follows : 

On Application Rs. 3 per share 

On Allotment Rs. 4 per shai'e 

On First Call Rs. 3 per share 

All the shares were fully subscribed, called-up and paid. 

Record these transactions In the journal and cash book of the company. 

30. A limited company was formed on May 1, 2002 with an authorized capital of 
Rs. 3,00,00.000 divided Into 10,00,000, 12% Preference Shares of Rs. 10 each 
and 20,00,000 Equity Shares of Rs. 10 each. 
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On the same date, the company issued a prospectus Inviting the public to 
subscribe for 5,00,000 preference shares and 14,00,000 equity shares, both 
the classes of shares being payable as thus : 

On Application Rs. 2.50 per share 

On Allotment Rs. 4 per share 

On Call (two months after allotment) Balance Amount? 

Subscription list closed on May 31, 2002 and the allotment was made on July 
15, 2002. 

All the shares were applied for and allotted; and cash due on allotment and 
call was received. Pass Journal entries (other than those of cash) to record the 
above in tire books of the company and prepare the Cash Book. 

31. Bharat Engineering Limited purchased certain patents, from Sharp and Short 
under an agreement dated the June 30, 2001 at a cost of Rs. 40,000 which 
was paid Rs, 1,000 tn cash to the vendors and the balance In fuUy paid equity 
shares of Rs. 10 each- 

Including the shares allotted as fully paid to the vendors, the Company Issued 
capital to the extent of Rs. 75,000 consl,sting of Rs. 50,000 in Equity Shares of 
Rs. 10 each (Rs. 3 on application, Rs. 3 on allotment and Rs. 4 at the end of 
three months) and Rs. 25,000 in 10% Preference Shares of Rs. 10 each (Rs. 4 
on application, Rs. 3 on allotment and Rs, 3 at the end of three months). 

Under the agreemenf with Shai-p and Short, the patents passed to the Company 
on July 9. 2001 on which all the shares were allotted to the public also. AU the 
shares Issued to the'public were folly subscribed and duly paid for with the 
exception of Rs. 200 Calls-in-Arrears of final call on preference shares. 

All cash was paid direct to Company's bankers. 

Record journal entries, other than those for cash, and prepare the Cash Book 
tn Company's accounting records. 

32. Hero Honda Limited made an issue of 1,00,000 Equity Shares of Rs. 10 each, 
payable as follows : 

On Apphcahon Rs. 2.50 per share 

On Allotment Rs. 2.50 per share 

On Calls Balance amount 

Members holding 400 shares did not pay the call money and the shares are 
duly forfeited. 200 of tlie forfeited shares were reissued as fully paid at Rs. 5 
per share. 

Draft necessary journal entries and prepare share capital and forfeited shares 
accounts tn the books. 
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33, Taxmeco Limited had Issued capital of 2.00,000 Equity Shares of Rs, 20 each, 
on which Rs. 17.50 per share has been called up. 

Calls-in-Arrears tn respect of 200 shares held by P amounted to Rs. 1,000 on 
September 30, 2002. 

By a resolution of the Board of Directors dated the October 10. 2002, these 
200 shares were forfeited and reissued at Rs. 12.50 per share paid In 
consideration of Rs. 2,000 due from the Company and Immediate payment of 
Rs, 5 per share In cash to make them Rs. 17.50 per shEire paid up. 

Record Journal entries In the books of Taxmeco Limited to record the above. 

34. Reliance Industries Limited Issued 20,00,000 equity shares of Rs. 10 each @ 
Rs. 80 per share to the public. Applications were received for 40,00,000 shares 
In the follovring categories : 


No. of shares applied for 

Applicants 

50 

50,000 

100 

10,000 

500 

500 

1000 

200 

5000 

' 10 


Since the Issue Is oversubscribed, you are required to make pro-rata allotment 
of shares to each category assuming a tradable lot of 100 shares. 

35. DCM Limited Issued 6,00,000 equity shares of Rs,, 10 each @ Rs, 140. 
Applications were received for 18,00,000 equity shares In the following 
categories ; 


No. of shares applied for 

Applicants 

100 

4,500 

200 

1,200 

300 

900 

400 

900 

500 

200 

600 

100 


You are required to make pro-rata allotment of shares assuming a tradable lot 
of 100 shares. 

36, Gautam Plastics Limited had an authorized capital of Rs. 5,00,000 divided 
Into shares of Rs. 20. On these, 8,000 shares were Issued as fully paid In 
payment of building purchased. 

16,000 shares were subscribed for by tire public and, during the year 2001, 
Rs. 10 per share was called up payable Rs, 4 on application, Rs. 2 on allotment, 
Rs. 2 on first call and Rs. 2 on second call. 
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■ The amounts received In respect of these shares were as follows: 

On 12,000 shares full amount called; 

On 2,500 shares Rs. 8 per share; 

On 1,000 shares Rs. 6 per share; 

On 500 shares Rs. 4 per share. 

The Directors forfeited 1,500 shares on which less than Rs. 8 per share has 
been paid. 

Give journal and cash book entries recording the capital transaction of the 
Company. , 

37. SKF Engineering Limited company, having an authorized capital of 
Rs. 10,00,000 ui shares of Rs. 10 each. Issued 50,000 shares at a premium of 
Rs. 5 per share payable as follows : 

On Application Rs. 2.50 

On Allotment (tncludlng premium) Rs. 7.50 

On first cad (due three months 
after adotraent) Rs. 5.00 

and the balance as and when required. 

Applications were received for 60,000 shares and on April 1, 2002, the directors 
allotted the shares as thus : 

(a) Applicants for 40,000 shares received shares In full. 

(b) Applicants for 15,000 shares received an allotment of 8,000 shares. 

(c) Applicants for 500 shares received 200 shares on allotment, excess 
money being returned on April 2, 2002. 

All amounts due on allotment were received on April 15, 2002. 

The first call was duly made and was received by July 15, 2002 with the 
excepUon of the call due on 100 shares. 

On June 1, 2003, the Company also allotted 200 shares of Rs. 10 each at the 
rate of Rs. 9 per share as sweat equity to the suppliers of technology, FAG- 
GMBH, Germany. 

Give journal and cash book entries to record these transactions in the books 
of the company. 

38. (a) A holds 100 shares of Rs. 10 each, on which he has paid only Rs. 2.50 per 
share as application money. 

(b) B, who holds 200 shares of Rs. 10 each, has paid Rs. 2.50 and Rs. 2 per share 
as application and allotment money, respectively. 

(c) C holds 300 shares of Rs. 10 each and has paid Rs. 2.50 per share on 
application, Rs. 2 per share on allotment and Rs. 3 per share on first call. 

They failed to pay their arrears and the fliral call. Therefore the Directors 
forfeited their shares. 
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These shares were subsequently reissued for cash at a discount of 10 per 
cent. 

Record Journal entries in die books of the company to give effect to the above. 

39. The authorized capital of Richmond Limited consists of 1,00,000 equity shares 
of Rs. 10 each. 

The whole of these shares were issued In 2002 and were fully called up in four 
installments of Rs. 2.50 each. 

On July 12, 2002, after due notice, the Directors passed a resolution forfeiting 
the 100 shares held by Shallendra due to non-receipt of the final Instalment 
on hls holding. 

On September 1. 2002, of the forfeited shares. 100 shares were Issued as fully 
paid to Chetan who paid Rs. 500 for them. 

Give the journal entries necessaiy to record tlrese transactions In the books of 
Richmond Limited. 

40. Ritesh Kumar was Ore holder of 200 shares of Rs. 10 each In Goodly Iron Limited 
upon which Rs. 5 per share has been called up but he had only paid Rs. 2.50 
per share thereon. The company forfeited hls shares arid afterwards sold them 
to Satblr Singh, credited as Rs, 5 per shai-e paid for l?s, 900. r 

How should the forfeiture and reissue of shai-es be recorded in the journal of 
the Company? State the manner In which this would be shown In the Balance 
Sheet by giving an appropriate note. 

41. On February 1, 2002, the Directors of Alpha Limited! Issued 5,00,000 Equity 
Shares of Rs. 10 each at Rs. 12 per share, payable Rs. 5 on application (Including 
premium], Rs. 4 on allotment and the balance on 1st May, 2002. 

The lists closed on February 10, 2002 by which date applications for 700,000 
shares, Of the cash received, Rs, 4,00,000 was returned and Rs, 6,00,000 was 
applied to the amount due on allotment, the balance of which was paid on 
February 16, 2002. 

All share paid the call due on May 1, 2002 with the exception of one allottee of 
500 shares. These shares were forfeited on September 29, 2002 and reissued 
as fully paid at Rs. 8 per share on November 1, 2002. 

Record journal entries regarding these share capital transactions in the books 
of Alpha Limited. 

42. On June 1, 2002, a Limited Company offered for subscription 50,000 Equity 
Shares of Rs. 100 each at a premium of Rs, 20 per share payable as given 
below : 

On Application Rs. 20 per shar e 

On Allotment (including premium) Rs. 50 per share 

Two months after AUotaient Rs. 50 per share 
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Applications were received for 84,000 shares. 

On July 1. 2002 the Directors proceeded to allot shares proportionately. 

Of these, applications for 4,500 shares were accompanied with full 
amount and hence were accepted in lull and, the balance allotment 
was made prorata. Excess amount paid by applicants was utilized 
towards allotment and call money due from them. 

One of the applicant to whom 300 shares were allotted proportionately, 
failed to pay the call money. His shares were forfeited on November 30, 
2002 and subsequently Issued @ Rs, 130 per share. 

Record entries relating to these transactions in the journal of the 
Company, 

43. Majestic Auto Parts Limited Issued for public subscription 60,000 Equity 
shai'es of Rs. 10 each at a premium of Rs. 2 per share payable as 
imder ; 

With Application Rs. 2.50 per share 

On allotment (Including premium) Rs. 5 per share 

On First Call Rs. 2 per share 

On Final Call Rs. 2.50 per share 

Applications were received for 1,80,000 shEires. Allotment was made 
on pro-rata basis, Excess money on application was adjusted against 
the amount due on allotment. 

X, to whom, 2,400 shares were allotted failed to pay the two calls. 
These shares were subsequently forfeited after the second call was 
made. AU the shares forfeited were reissued to one Z as fully paid at 
Rs. 7 per share. 

Record journal entries In the books of the company to record these 
transactions relating to share capital. 

44. Kallnga Steel Tubes Limited issued a prospectus inviting applications 
for 2,00,000 Equity shares of Rs. 10 each at a premium of Rs. 2.50 per 
share payable as follows ; 

With Application Rs. 2.50 

On Allotment (Including premium) Rs. 5 

On First Call Rs. 2.50 

On Second Call Rs, 2.50 

Applications were received for 3,00,000 shares and allotment was made 
on pro-rata basis. Money overpaid on applications was adjusted to the 
amount due on allotment. 

Kanta, to whom 400 shares were allotted, failed to pay the allotment 
money and the first call, her shares were forfeited after the first call. 
Shameem, to whom 600 shares were allotted, failed to pay the two 
calls and hence his shares were forfeited. 



COMPANY ACCOUNTS — ISSUE OF SHARE CAPITAL 


337 


Of Uie shaies forfeited, 800 shares were reissued to Mary credited as 
fully paid for Rs. 9 per shai-e, the. whole of Kanta's shai-es being Included. 

Record journal entries In the books of the Company to record the above 
hansactlons relaUng to share capital and present the relevant items 
in the Balance Sheet. 

45. Abhlnandan Limited issued 40,000 Equity Shares of Rs. 10 eaeh at a 
premium of Rs. 2.50 per share payable as follows : 

With Application (including premium) Rs. 4.50 

On allotment Rs. 2.50 

On First Call Rs. 5 

80,000 shares were applied for and. owing to heavy oversubscription, 
allotment was made as thus : 

No. of shares applied for Applicants 

20,000 10,000 

40,000 20,000 

20,000 10,000 

It was decided that excess application money be adjusted against 
subsequent dues and the final surplus wa.s returned. 

A, to whom 300 shares were allotted on pro-rata basis, failed to pay 
die allotment money. B, to whom 450 shares were allotted on pro-rata 
basis, did not pay the call money. Their shares were forfeited 'after the 
CEill was made. 

Of the shares forfeited, 500 were reissued to C at Rs. 9 per share, the 
whole of A's shares being included. 

Present entries in the journal, cash book and the balance sheet of the 
Company, 

46. During tlie year 2000-2001, The Cement Corporation of India Ltd. has 
granted 9,70,000 stock options to eligible whole-time directors and 
employees at an exercise price or Rs. 138 per share. These stock options 
will vest in 4 equal Instalments, each on expiiy of first, second, third 
and fourth year respectively from April 1. 2000. They can be exercised 
over a period of live years from the respective dates of vesting, On 
exercise of 500 options, the company Issued 2,000 shares of Rs. 10 
eaeh. The market price on that date was Rs. 200. 8,600 options lapsed 
by March 31, 2001, due to resignation of employees. 

Record these transactions in the books of the company. 
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47. On 1st June, 2002. Tata Power Ltd. Issued 5.000 shares of Rs, 10 
each to its employees at an exercise price of Rs. 80. The market price 
of share was Rs. 150. Assuming that these shares were issued under 
the Employee Stock Purchase Scheme (ESPS), record these transactions 
in the books of the company. 


Answer 


1 . 

2 . ( 1 ) 

3. (iv) 

4. (1) 

5. (ii) 

6. (tv) 

7. (1) Fractional 

(ii) Dlstinct/Seperate 
(Hi) Liquidition 

(iv) Ownership interest 

(v) minimum amount; allotment 

32. Share forfeited a/c(Balance after re-issue) Rs. 1,000, 

33. Capital Reserve Rs. 2,000. 

36. Share forfeited a/c Rs. 8,000. 

37. Share forfeited a/c Rs. 500, 

38. Capital Reserve Rs. 2,800. 

39. Capital Reserve Rs, 250. 

40. Capital Reserve Rs, 400, 

41. Capital Reserve Rs. 2,500. 

42. Capital Reserve Rs. 15.000. 

43. Capital Reserve Rs. 6,000. 

44. Capital Reserve Rs, 2,700, 

45. Capital Reserve Rs. 2,000. 
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liability existing immediately 
before the date on which the 



9. Inserted by Notification No. GSR 414, dated 21-3-1961. 
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15. Inserted by Notification No. GSR 423(E) 13-9-1996 
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of sub-section (IB) of section 370, 
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Unclaimed dividends. 

Other liabilities (if any) 
Interest accrued hut not 
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Chapter 7 


COMPANY ACCOUNTS 

ISSUE AND REDEMPTION OF DEBENTURE 


LEARNING OBJECTIVES 

After studying this chapter, you 
will be able to ; 

9 State the meaning of 
debenture and bonds; 

® Describe the methods for the 
issue of debenture for cash 
and for consideration other 
than cash; 

® Explain the Issue of debenture 
as a collateral security; 

4 Explain the sources and 
record transaction relating to 
redemption of debenture; 

® Discuss the methods of 
redemption of debenture; 

« Record the Sinking Fund 
Investment transactions; 

9 Deal with cum-lnterest and 
ex-lnterest, open market 
operations. 


In the previous chapter you have studied 
the issue of share capital as a means of 
raising long-term funds for financing the 
business activities. Seldom equity 
sources of financing are sufficient to 
meet the ever growing needs of the 
corporate expansion and growth. Hence, 
corporatewS turn to debt financing 
through financial institutions, 
commercial banks or by issuing debt 
instruments either through tlie route of 
private placement or by offering the 
same for public subscription. Ovring tax 
shield provided by debt instruments, 
the debt financing not only helps in 
reducing the cost of capital but also 
helps in designing appropriate capital 
structure of the company. This chapter 
deals witli the accounting treatment of 
different aspects of debenture and bond 
especially with issue, redemption 
including conversion of debenture. 
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,,7.1 Cm&cept of iDel3eiitils"e, 

According to section 2 (12) of The Companies Act, 1956 ‘Debenture’ includes 
“Debenture stock, bonds and any other securities of a company, whether 
constituting a charge on the assets of the company or not.” 

Debentisre is an Instrument of debt owed by a company. As an acknowledge¬ 
ment of debt, such Instruments are issued under the seal of a company and 
duly signed by authorised signatory. The debenture Instrument specifies 
nominal/par value, the rate of interest, periodicity of payment, the tenure of 
the debentures and terms of redemption. 

Bond is similar to that of debenture, both in terms of contents and texture. 
Traditionally, bonds had been issued by the government, but these days bonds 
are also being issued by semi-government and non-govemment organisations 
as an acloiowledgment of debt. The significant difference between bonds and 
debentures is with respect to the issue condition, i.e., bonds can be issued 
without predetermined rate of Interest as is m case of deep discount bonds. A 
deep discormt bond is issued without prefixed rate of interest which is implicity 
in-built in the terms of payment, 

Charge is an incumbrance to meet the obligation under the Trust Deed, whereby 
the company agrees to mortgage specific portion either by way of a first or 
second charge. Such charge implies right of lenders to secure their payment 
from such asset{s) or from the liquidator in the event of winding up or from the 
company when the charge becomes void. Following cure included in the category 
of charge : 

(a) A charge for the purpose of securing any issue of debenture; 

(b) Uncalled share capital of the company: 

(c) Any immovable property wherever situated or any Interest therein; 

(d) Any book debts of the company excluding negotiable Instruments 
given to secure the pajonent of any book debts of a company: 

(e) A charge not lying to plegde on any movable property of the company: 

(f) Floating charge on undertaking of any property of the company 
Including stock-in-trade; 

(g) Calls made on shares but not paid; 

(h) The ship or any share in the ship; 

(i) Goodwill, patents or a license imder patent, trademark, copyright or 
license tmder copy right. 
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If a chai'ge is created on a property outside India, an evidence thereof 
should be posted or despatched with due diligence within 30 days after the 
date on which charge is created. 

7.2 Types of Debenture 

Debenture can be classified from following stand points; 

1. Security 

2. Tenure 

3. Mode of Redemption 

4. Coupon Rate 

7.2.1 Security point of view 

Debenture can be secured or unsecured from the security point of view. The 
secured debenture may be fully secured or unsecured. The fully secured 
debentureholder are given fixed charge on specific assets. Therefore , such a 
charge is commonly referred to as fixed and specific charge. However, in case 
of partly secured debenture/bond, the assets are given by way of charge are 
specific but thetr value Is less than the amount owed by the company. 

Fixed charge 

When the charge is created against specific assets of the enterprise then such 
a charge is called a fixed charge. This charge is created against those assets 
which ai'e held by the company for use in operations Eind are not meant for 
sale. First charge/second charge/floating charge is from the point of view of 
quality of charge and it relates to the rank order of payment to be made to the 
beneficiaries of such charge. It, in effect, entails a protection to the 
debentur eholders. 

Floating charge 

A floating charge Is a kind of security for which no specific asset is given, but 
all assets of the firm (excluding those given by way of specific charge to secured 
creditors) are under charge for such creditors. This implies that before anything 
is paid to unsecured creditors, creditors holding a floating charge will get 
thetr claims settled on a priority basis. 

First charge and Second charge 

The first charge implies the priority of repayment to those holders having 
such charge on assets. The assets against which first charge is created are to 
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be first used in paying off the secured lenders only. Those who hold first 
charge against any specific assets will realise their dues from the net releasable 
value of such assets. The amount of surplus from such assets, if any, will be 
utilised for satisfying the claim of those creditors who have second charge. In 
f'ase, the dues of second charge holders are not fully paid off, the unpaid 
amount of such lenders is to be treated as unsecured and hence, to that 
extent, they will be paid off along with unsecured creditors. In other words, 
tire unpaid amount of partly secured creditors will rank alongwith unsecured 
creditors. 

Example 

Following are the relevant figures extracted from the Balance Sheet of Dream 
Computers Ltd. as at March 31, 2002. 


Rs, (In lakhs) 


12% ‘A' Debenture 

2,000 

Fixed Assets 


(Secured by chai'ge 


Gross Block 7,800 


over land and building 


Less Accumulated (2.3001 


of coinpany) 


Deprecation 




Net Block 

5,500 

12% ‘B’ Debenture 

2,000 

Current Assets 

2,800 

(Secured by second 




second charge over 




land and building of company) 




12% ‘C Debenture 

3,000 



(with floating charge] 




Unsecured creditors 

1,300 



- 

Total 

8,300 

Total 

8,300 


Notes to the Balance Sheet 


Land is valued at Rs. 1,500 lalths (cost Rs. 600 lakhs)and buildings are valued 
at Rs. 1,750 lakhs (book value Rs. 1,700 laklis), included in gross block. Other 
fixed assets were estimated to realise Rs. Rs. 3,000 lakhs and current assets 
ai’e valued at Rs. 2,600 lakhs. 

You are required to estimate the deficiency of secured creditors who would 
rank as unsecured creditors. Also ascertain the amount of unsecured 
creditors. 



COMPANY ACCOUN'rS — ISSUE AND REDEMPTION OF DEBENTORE 



Solution 

Value of specific assets 


Rs. (in lakhs) 


Realisable value of land . 


Realisable value of buildings 


Total realisable value of land and buildings 

3,250 

Amoiuit due to 12% 'A' debenture holding first charge 

(2,000) 

Surplus of assets 

1,250 

Amount due to 12% ‘B’ debenture holding second charge 

(2,000) 

Deficiency to be ranked as unsecured creditors 

(750) 


Before making any payment to unsecm-ed creditors, the lenders holding 
floating chai’ge i.e.. 12% 'C debentureholders -wfll be paid the amount due out 
of the other assets realised. 


Unsecured creditors 


Rs. (ill lafchsl 


As per Balance Sheet 

1,300 

Add : Deficiency of partly 


secured debenture 

750 

Total unsecured creditors 

2,050 


7.2.2 Tenure point of \*iew 

Debenture can be redeemable debenture or perpetual debenture from tenure 
point of view. 

Redeemable debenture are to be redeemed on the expiiy of a fixed period of 
time specified in the Debenture Trust Deed. The debentures can be redeemed 
in its entirety after the expiry of a tenure or before the expiry of entire tenure 
in installments by draw of lots. Under such draw of lots the repayment is in 
form of cash while conversion for a particular portion will be available to all 
the debentureholders witli equal rights. 

Perpetual debenture : are tfiose debenture which are redeemable only on the 
happening of a contingency, however remote, or on tire expiration of a period, 
however long. The feature of perpetuity to a debenture/bond is derived from 
the fact that repayment thereof is not only after too long a period but also at a 
given rate of interest, its present value tends to be zero. 

7.3.3 Mode of Redemption point of view 

Debenture can be convertible or non-convertible keeping in view the mode of 
redemption. 
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(1) Convertible Debenture(CD) 

Those debenture which axe convertible into equity shares or other securities 
either at the option of debentureholders or at the option of the company 
as the case may be. Convertible debenture are of two types. 

(1) Fully Convertible Debenture (FCD) : Are those debenture where the full 
amount is to be converted into equity shares of the company at agreed 
terms and conditions, Where the conversion is to be made at or after 18 
months from the date of allotment but before 36 months, the conversion 
is optional on the part of debentureholders as per SEBI Guidelines. 

(ii) Partly Convertible Debenture (PCD) : Are those debenture where only a 
portion of the amount of debenture is convertible into shares or other 
securities at a specified time and remaining part of debenture is redeemable 
on agreed terms. 

(2) Non-convertible Debenture (NCD) 

The debenture which cannot be converted into shares or any other 
securities are called non-convertible debenture. 

7.2.4 Coupon Rate point of view 

Usually the debenture are Issued with a specified rate of Interest, which is 
called as coupon rate. The specified rate may either be fixed or floating. The 
floating Interest rate is usually tagged with the bank rate and yield on treasury 
bond plus a reward for risk. Since the bank rate and yield on treasury securities 
keep on fluctuating over a period of time, any change is compensated in the 
risk premium. The rate of interest in such a case is quoted as "PLR + 50 basis 
points". In this case, if we assume a PLR of 9%, the rate of interest would be 
9.5%, The “+ basis points" Is determined in relation to risk involved. 

A zero coupon bond is one which does not carry a specified rate of interest. In 
order to compensate the Investors, such bonds are then issued at a substantial 
discount. The difference between the face value and issue price is the total 
amount of interest related to the duration of the bond. In order to calculate the 
periodic charge of interest, the amount is calculated by using the following 
formula : 

MV 


Where, 

BO = Value of zero coupon bond. 

MV = Maturity value of zero coupon bond, 
n = Life of zero coupon bond. 

1 = Required rate of return 
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In the above formula the value of (l+i)" is easily computed by dividing issue 
price in the maturity value of the bond. To find out the interest rate applicable 
to such bonds, we need to look for present value interest factor tables across 
the period equal to ‘n’ and find out the value nccU: the above computed value. 
The Interest rate in that column will be the interest on bqnds. Thus, if we 
know the interest rate, years to maturity and the issue price, then the maturity 
value can be computed. In the same mamier, if interest rate, year's to maturity 
and maturity value are known, then the issue price can be computed, Present 
value Interest factor for i rate of Interest and ‘n’ years is written as PVIF,i,n and 
are given In present value of Re. 1 table shown in tire appendix. 

BO = MV X PVlF,i,n 
BO 

Mv= pviF,i,n 
BO 

PVIFl.n = 

Example 

Susan Ltd. issues a zero coupon bond having 15 years maturity with face 
value Rs, 1,000. At what price the company should issue the bond, if the 
required rate of return is 12% p.a.? 

BO = MV X (PVIF.i,n) 

= Rs. 1,000 X (PVIF 0.12.15) 

= Rs, 1,000 X 0.183* =Rs. 183 

It implies that the investor should be able to get a zero coupon bond for 
Rs. 183 with a face value of Rs. 1,000. 

(* For this value, see the PVIF tables as given in the appendix) 

7.3 Trust Daed 

This deed is required to be prepared before the issue of prospectus or letter of 
offer to the public for subscription of debenture. Debenture trust deed is a 
document created by the company whereby trustees are appointed to protect 
the interest of debentureholders before they are offered for public subscription. 
A company offering convertible/non-convertible debt instruments through an 
offer document shall comply with the following important provisions : 



ACCOUNTANCY 


360 ) 

(i) No public or rights Issue of debt instruments (including convertible 
instruments] in respect of their maturity or conversion period shall be 
made unless credit rating from a credit rating agency has been obtained 
and disclosed in the offer document. (10.1.1.] 

(ii) All the credit ratings obtained during the three (3] years preceeding the 
public or rights issue of debt instruments (including convertible 
Instruments) for any listed security of issuer company shall be disclosed 
from the offer document. (10.1.4) 

(ih) A trust deed shad be executed by the issuer company In favour of the 
debenture trustees within six months of the closure of the issue. 

(iv] Trustees to the debenture issue shall be vested with the requisite powers 
for protecting the Interest of debenture holders mcludhig a right to appoint 
a nominee director on the Board of the Company in consultation with the 
Institutional debenture holders. 

(v) The debenture trustees shall ensure the implementation of the conditions 
regarding creation of security for debentures and debenture redemption 
reserve. 

7.3.1 Who can be Trustees 

In case of issue of debenture with maturity of more than 18 months, the issuer 

shall appoint a Debenture Trustee. Only the following are eligible to be debenture 

trustee : 

(a) A scheduled bank carrying on commercial activity ; or 

(b) A public financial Institution within the meaning of section 4A.(1] of the 
companies Act, 1956; or 

(c) An Instuance Company; or 

(d) Body Corporate. 

Section 4A.(1) of The Companies Act is reproduced on page 361 for 
explaining point(b] above. 

7.3.2 Who can not be a Trustee 

No person can be appointed as a trustee tf he : 

(a) beneficially holds shares tn the company; 

(b) beneficially entitle to receive money which are to be paid to /the by the 
company to the debenture trustee; 

(c) has entered into any guarantee tn respect of principal debts,secured by 
debenture or interest thereon. 
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4A. (1) Each of the financial Institution specified In this sub-section shall be regarded, 

for the purposes of this Act, as a public financial Institution, namely ; 

fi) The Industrial Credit and Investment Corporation of India Limited, a company 

formed and registered under the Indian Companies Act, 1913 (7 of 1913); 

(ii) the Industrial Finance Corporation of India, established under section 3 of 
the Industrial Finance Corporation Act, 1948 (15 of 1948); 

(111) the Industrial Development Bank of India, established under section 3 of the 
Industrial Development Bank of India Act, 1964 (18 of 1964); 

(Iv) the Life Insurance Corporation of India, established under section 3 of the 
Life Insurance Corporation Act, 1956 (31 of 1956); 

(v) the Unit Tmst of India, established under section 3 of the Unit Trust of India 
Act, 1963 (52 of 1963); 

[vl) the Infrastructure Development Finance Company Limited, a company formed 
and registered under this Act;| 

■’’’“[(vti)] the securitisation company or tlie reconstruction company which has obtained 
a ceiUficate of registration under sub-sectton (4) of section 3 of the Securitisation 
and Reconstniction of Financial Assets and Enforcement of Security Interest 
(Second) Ordinance, 2002.J 

(2) Subject to the provisions of sub-section (1), the Central Government may, by 
notification In the Official Gazette, specify such other institution as ft may 
think fit to be a public financial institution ; 

Provided that no Institution shall be so specified unless— 

(1) it has been established or constituted by or under any Central Act. or 

(li) not less than fifty-one per cent of the paid-up share capital of such Institution 
Is held or controlled by the Central Government.] 

49. Inserted by the ComparUes (Amendment) Act. 1999, w.e.f. 31-10-1998. 

49a. Inserted by the Securities and Reconstruclion of Flncincial Assets and Enforcement of 
Securities Interest(Sccond) Ordinance, 2002, w.e.f.21-6-2002 


7.3.3 Fmictions and Duties of Trustees 

It is to be noted that the duty of every debenture trustee is to ; 

(a) Call for periodic reports from the body corporate: 

(b) Take possession of trust property in accordance with the provisions of the 
trust deed; 


(c) Enforce security in the interest of debentureholders; 

(d) The charge created against the assets under debenture trust deed should 
be completed within 30 days of the issue of allotment letter and despatch 
of debenture certificate. 
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A debenture trustee who fails to comply with any conditions, contravenes 
any of the provisions of the Act. rules or regulations, the Companies Act or 
rules made thereunder, may disqualify him to act as trustee. 

7,4 Accountiiig for Issuo.of Debomture for Cash, , 

Debenture may be issued with or without a coupon rate. 

7.4.1 Debenture issued with a Coupon Rate 

The debenture Issued with coupon rate may be categorised as under : 

1. Debenture issued at a par and redeemable at par; 

2. Debentui'e issued at a discount and redeemable at par; 

3. Debenture issued at premium and redeemable at par; 

4. Debenture issued at par and redeemable at premium; 

5. Debenture Issued at a discount and redeemable at premium. 

Journal entries in each of the above cases ai‘e discussed below : 

1. Debenture issued at par redeemable at par 

When debenture are issued at par, the issue price is equal to par value, in 
this regard the following entries are recorded : 

(a) For receipt of application money ; 

Bank a/c Dr. 

Debentiore application a/c 

(b) For transfer of application money to debentures account : 

Debenture application a/c Dr. 

x% Debenture a/c 

(c) Call made consequent upon allotment ; 

Debenture allotment a/c Dr. 

x% Debenture a/c 

Alternatively, 

■L 

The following combined entries may also be recorded 

(a) Debenture application a/c Dr. 

Debenture allotment a/c Dr, 

x% Debenture a/c 

(b) For receipt of allotment money : 

Bank a/c Dr, 

Debenture allotment a/c 
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niiLstration. 1 (Issue of Debenture) 

Amol Ltd. Issued 40,00,000, 9% debenture of Rs. 50 each, payable on 
application as per term mentioned in the prospectus and redeemable at par 
any time after 3 years from the date of issue. Record necessary entries for 
issue of debenture in the books of Amol Ltd, 


Solution 


Books of Amol Ltd. 
Journal 


Date 

Particulars 

L,F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Bank a/c. Dr. 

Debenture application a/c 
( Debenture application money received) 


20.00,00,000 

20.00,00,000 


Debenture application a/c 

9% Debenture a/c 
(Application money transferred 
to 9% debentures account 
consequent upon allotment) 

Dr. 


20,00,00,000 

20,00,00,000 


Illustration 2(fssue of Debenture) 


Counhy Crafts Ltd. Issued 20,00,000, 8% debenture of Rs. 100 each at par 
payable as Rs, 40 on application and Rs 60 allotment, redeemable at par after 
5 years from the date of issue of debenture. Record necessary entries In the 
books of Country Crafts Ltd. 


Solution 


Books of Country Crafts Ltd. 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

(a) 

Bank a/c Dr. 

Debenture application a/c 
(Debenture application money lecelved) 

1 

8,00,00.000 

8,00,00,000 

(b)* 

_ 

Debenture application a/c Dr. 

Debenture allotment a/c Dr. 

8% Debentures a/c 
(Debenture application and call 
made consequent upon allotment money 
transfen'ed to debenture account) 

1 

8,00,00,000 

12,00,00,000 

20,00,00,000 
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(c) 

Bank a/c Dr. 


12,00.00,000 

HHlHi 


Debentui'e allotment, a/c 





(Call made on allotment received) 





*Alternatively, for entry (b) above could cdso be recorded as follows : 


(i) 

Debenture applicabon a/c Dr. 

8% Debenture a/c 

(Transfer of application money to 8% 
debenture account on consequent 
upon allotment) 


8.00,00,000 

8.00,00,000 

(11) 

Debenture allotment a/c Dr. 

8% Debenture a/c 

(Call made consequent upon allotment) 


12,00,00,000 

12,00,00,000 


2. Debenture Issued at Discount and Redeemable at par 

When debenture are issued at discount, issue price will be less than par value, 
The difference between the two is considered as loss on issue on debentures 
and is to be written-off over the life of debentiu'es. The entries with regards to 
issue are given below . 


(Cl) 

For receipt of application money 



Bank a/c 

Debenture application a/c 

Dr. 

(b) 

At the time of making allotment 


(1) 

Transfer of application money to debenture account 



Debenture application a/c 

34% Debenture a/c 

Dr. 

(11) 

Call made consequent upon allotment ft’ 



Debenture allotment a/c 

Dr. 


Discount on issue of debenture a/c 
xP/o Debenture a/c 

Dr, 

(0 

For receipt of call made consequent upon allotment 



Bank a/c 

Dr. 


Debenture aUotmeiit a/c 

Illustration 3 (Issue of Debenture at discount and redeemable at par) 

Atul Ltd. issued 1,00,00,000. 8% debenture of Rs. 100 each at a discount of 
10% redeemable at par at the end of 10“’ year. Money was payable as follows: 
Rs. 30 on application 
Rs. 60 on allotment 

Record necessary journal entries regarding issue of debenture. 
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Boohs of Atul Ltd. 
JouToal 


Date 

Particulars 


mm 

Debit 

Credit 




■■ 

Amount 

Amount 





(Rs.) 

(Rs.) 


Bank a/c 

Dr. 


30,00,00,000 



Debenture application a/c 
(Debenture application money received) 



30,00,00,000 


Debenture application a/c 

8% Debenture a/c 

Dr. 


30,00,00,000 

30,00,00,000 


(Application money transferred to 8% 
debenture account consequent upon 
allotment) 





Debenture allotment a/c 

Dr. 


60,00,00,000 



Discount on Issue of debenture a/c 

Dr. 


10,00,00,000 



8% Debenture a/c 




70,00,00,000 


(Amount due on allotment) 






Bank a/c 

Dr. 


60,00,00,000 



Debenture allotment a/c 




60,00,00,000 


(Money received consequent upon 
allotment) 






3. Debenture Issued at Premium and Redeemable at par 

When debenture are Issued at premium, the Issue price is more than the par 
value. The premium Is transferred to securities premium account. In this re¬ 
gard, the following journal entries are recorded : 

(A) When premium amount is received at the time of application: 

faj For receipt of application money 

Bank a/c Dr. 

Debenture application a/c 

(b) At the time of making allotment 

(1) Transfer of application money to debenture account 

Debenture application a/c Dr. 

x% Debentures a/c 
Securities Premium a/c 

(ii) Call made on consequent upon allotment 

Debenture allotment a/c Dr. 

x% Debenture a/c 
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(c) For receipt of call made consequent upon allotment 

Bank a/c Dr. 

Debenture allotment a/c 

(B) When Premium amount is received at the time oi allotment; 

(a) For the receipt of application money 

(1) Bank a/c Dr. 

Debenture application a/c 

(b) At the time of making allotment 

(i) Transfer of application money to debenture account 

Debenture appilcation a/c Dr. 

x% Debenture a/c 

(il) Call made consequent upon allotment 

Debenture allotment a/c Dr. 

, x% Debenture a/c 

Securities premium a/c 

(c) For receipt of cali made consequent upon allotment 

Bank a/c Dr. 

Debenture allotment a/c 

Illustration 4(lssue of Debenture at premium and redeemable at par) 

Koinal Chemicals Ltd. issued 15,00,000, 10% debenture of Rs. 50 each at 
premium of 10%, payable as Rs. 20 on application and balance on allotment, 
Debenture are redeemable at par after 6 years. All the money due on allotment 
was called up and received. Record necessary entries when premium money is 
included : 

(i) in application money 
(il) in allotment money 
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SoIutioB 


Books of Koinal Chemicals Ltd. 
Journal 


(i) When premium money Is received alongwith application money : 



Date 1 Particulars 


Bank a/c Dr. 

Debenture application a/c 
(Debenture application money received) 


Debentures application a/c Dr. 

10% Debenture a/c 
Securities premium a/c 
( Application money transfeiTcd to 10% 
debenture and securities premium 
account consequent upon allotment) 


Debenture allotment a/c Dr. 

10% Debenture a/c 

(Call made consequent upon allotment) 


Bank a/c Dr. 

Debenture allotment a/c 
(Call made consequent upon 
allotment money received) - 


Debit Credit 

Amount Amount 

fRsJ (Rs.) 


3,00,00.000 

3,00,00.000 


3,00,00,000 


5,25,00,000 


5,25,00,000 


2,25,00,000 

75,00,000 


5,25,00,000 


5,25,00,000 


(ii) When premium money is called on allotment : 


Bank a/c Dr. 

Debenture application a/c 
(Debenture application money received) 


Debenture application a/c Dr. 

J0% Debenture a/c 
( Debenture application money 
transferred to 10% debenture 
account consequent upon allotment) 


Debenture allotmeni a/c Dr. 

10% Debenture a/c 
Securities premium a/c 
(Call made on ^lotment of debenture 
including premium) 


Bank a/c Dr. 

Debenture allotment a/c 
(Money received coiise{p!r';', upon 
allotment ) 


3,00,00,000 

3,00,00,000 

3,00,00,000 

3,00,00,000 

5,25,00,000 

4,50,00,000 

75,00,000 

5,25,00,000 

5,25,00,000 
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4 Debenture issued at poj' and redeemable at premium 

In this case, the issue price is same as par value but the redemption value is 
more than the par value, therefore redemption premium is recorded as a loss 
on issue of debenture at the time of allotment of debenture. Following journal 
entries are recorded in this regard : 

(a) For receipt of application money 

Eank a/c Dr. 

Debenture application a/c 

(b) At the time of making allotment 

(I) Transfer of application money to debenture account 

Debenture application a/c Dr. 

x% Debenture a/c 

(II) Call made consequent upon allotment. 

Debenture allotment a/c Dr. 

Loss on issue of debenture a/c Dr. [ Equal to Debenture 

Redemption Premium] 

x% Debenture a/c 

Debenture redemption premium a/c 

(c) For receipt of allotnrent money 

Bank a/c Dr. 

Debenture allotment a/c 

Illustration 5(Issue of Debenture at par and redeemable at premium) 

Modern Equipments Ltd. issued 2,00,000,12% debenture of Rs. 1,000 payable 
as follows: 

On application Rs. 300 

On allotment Rs. 700 

The debenture were fully subscribed and all the money was duly 
received. As per terms of issue, the debenture are redeemable at Rs, 1,100 per 
debenture. Record necessary entries regarding issue of debenture. 
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Books of Modern Equipments Ltd. 
Journal 


Date 

Particulars 


Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Bank a/c Dr. 

Debenture application a/c 
( Debenture application money I'ecelved) 


6,00,00,000 

6,00,00,000 


Debenhires application a/c Dr. 

12 % Debenture a/c 
(Application money transferred to 12% 
debenture aecount con.sequent to 
allotment) 


6.00,00.000 

6,00,00,000 


Debenture allotment a/c Dr. 

Loss on issue of debenture a/c Dr. 

12% Debenture a/c 

Debenture redemption premium a/c 
(Call made on allotment of debenture 
at par and redeemable at premium) 


14,00,00,000 

2,00,00,000 

14,00,00,000 

2,00,00,000 


Bank a/c Dr. 

12% Debenture allotment a/c 
(Call made consequent upon 
allotment money received) 


14,00.00,000 

14,00,00,000 


5. Debenture Issued at discount and redeemable at premium : In this situation 
the issue price is less tlian par value but redemption value is more than par 
value. The difference between the redemption price and the issue price is 
treated as discount/loss on Issue of debenture. Suppose, a 10% debenture 
of Rs. 1,000 is issued at a discount of Rs. 100 and redeemable at a premium 
of Rs. 5 per debenture, the amount of loss wiU be equal to Rs. 900 - 
Rs. 1,005 = Rs. 105. This is to be treated as loss on issue. It is to be noted 
that premium on redemption of debentures is also credited by Rs. 5. 

(a) For the receipt of application iiwney 

Bank a/c Dr. 

Deb(;niure application a/c 

(b) At the time of making allotment 

(i) Transfer of application money to debenture account 

Debenture application a/c Dr. 

x% Debenture a/c 
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(li) Call made consequent upon allotment of debenture at discount and redeemable 
at premium 

Debenture allotment a/c Dr. 

Discount/Loss on Issue of debenture Dr. [Amount equal to the 

discount on issue of 
debenture plus Premium 
on redemption] 

x% Debenture a/c 
Debenture redemption Premium a/c 
fc) For receipt of call made on allotment 

Bank a/c Dr. 

Debenture allotment a/c 

Illustration 6 (Issue of debenture at discount and redeemable at premium) 

Agrotech Ltd, Issued 1,40,00,000. 9% debenture of Rs. 100 each at a discount 
of 6%, redeemable at a premium of 5% after 3 years payable as : Rs. 50 on 
application and Rs. 44 on allotment. Record necessary journal entries for issue 
of debentures. 

Solution 


Books of Agrotech Ltd. 
Journal 


Date 

Particulars 


L.F. 

Debit 

Credit 





Amount 

Amount 





(Rs.) 

(Rs.] 


Bank a/c 

Dr. 


70,00,00,000 



Debenture application a/c 




70,00.00,000 


(Debentures application money received) 





Debenture application a/c 

Dr. 


70,00,00,000 



9% Debenture a/c 




70,00,00,000 


( Application money transferred 
to 9% debenture account) 


■ 




Debenture allotment a/c 

Dr. 

■ 

61,60,00,000 



Discount on Issue of 
debenture a/c 

Dr. 

■ 

15,40,00,000 



9% Debenture a/c 


■ 


70,00.00,000 


Debenture redemption premium a/c 



7,00.00,000 


(Call made consequent upon 
allotment of debenture Issued at 


■ 




discount and redeemable at premium) 

■ 




Bank a/c 

Dr. , 


61,60,00,000 



Debenture Eillotment a/c 
( Allotment amount received) 


■ 


61,60,00,000 
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Notes to tbe Solution 

Discount/Loss on Issue of debenture = 

Amount of discount on Issue + Premium payable on redemption 
6% of Rs. 1,40,00,00,000 + 5% of Rs. 1,40,00,00,000 
= Rs, 8,40,00,000 + Rs. 7,00,00,000 

= Rs, 15,40,00,000 

7,4.1.1 Debenture interest 

Interest payable on coupon debenture Is treated as a charge against the profits 
of the company, Interest on debenture is paid periodically and is calculated at 
coupon rate on the nominal value of debenture. The company will pay interest 
net of tax to the debentureholders because the company is under obligation to 
deduct tax at source at the rates applicable under tax rules from time to time. 
The companies will deposit the tax so deducted with Income tax authorities. 
Following accounting entries are to be recorded in this regard : 

1. For making interest due 

Interest a/c Dr. 

Debentureholders' a/c 

2. For making payment of Interest and deduction of tax at soui'ce (IDS) 

Debentureholders a/c Dr. 

TDS Payable a/c 
Bank a/c 

3. For making payment of tax deducted at source 

TDS payable a/c Dr. 

Bank a/c 

4. For transferring Interest to profit and loss account 

Profit and Loss a/c Dr. 

Interest a/c 


7.4.2 Without Coupon Rate : A case of Deep Discount Bond 

When debenture are issued without the specific pre-fix of interest rate and 
issue price is heavily discounted, the issue of debenture is said to have been 
made as a Deep Discount Bond. The difference between issue price and the 
redemption price is the total amount of notional discount representing the 
interest amount to be spread over the duration of the bond. From the accounting 
point of view, this amount Is recorded as “Deferred Interest Expense Account' 
at the time of Issue of debenture and a proportionate amount is written off as 
interest expense every year over the life of debenture. 
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Accounting entiles in tills regard are as follows ; 

1, Receipt of application money 

Bank a/c Dn 

Debenture application a/c 

2. Application money and deferred Interest expense, transferred to debenture account 
consequent upon allotment . 

Debenture application a/c Dr. 

Deferred interest expense a/c Dr. 

xyoDebenture a/c 

7.4.2.1 Deferred Interest expense 
Computation of Periodic Merest 

It is important to note that compounding and discounting are related in the 
sense that one equation can help to solve either the future value (FV) or the 
present value (PV), 

r 1 

PV form (based on discounting) : PV = 

FV form (based on compounding) ; FV = PV (1+1)” 

There are four variables in the above equation - PV, FV, 1 and n. If we know the 
values of any three variables, tlien we can find the value of fourth variable. In 
case of deep discount bonds, PV (issue price), FV (maturity value), n (number 
of years) are known. Therefore, we can compute 1 (interest rate). 

■ Suppose, a company issue a deep discount bond at a price of Rs 783.50 and it 
will pay you Rs. 1,000 after five years. Here, we know that present value (PV) 
is Rs. 783.50, number of years (n) is 5 and future value (FV) Is Rs. 1,000, but 
we do not know the rate of interest. Thus, by using present and future value 
concept, we can calculate the value of i. 


Time 
line 

Using the equation : 

FVn = PV (1 + i)" = 

Rs, 1,000 =:Rs. 783.50 (1 + 1)“’ 
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Computing 1, 

FVn = PV (1 + i)" = PV (i'VtF.i, n) 

Rs. 1,000 = Ra, 783.50 (raF.i..5) 

FVlF.l, 5 = Rs, LOOO/783,50 = 1.2763 

In future value table, locate the above future value factor across the period 
row. The value is in the 5 % column, so the interest rate at which Rs. 783.50 
grows to Rs. 1,000 in five years is 5 %(see appendix for FV Table] 

The notional rate is that rate at which if die issue price is compounded. It 
wlU become equal to maturity value at the time of redemption of debenture. 

We can also calculate notional rate of interest with the help of present 
values tables. In this regard the following steps are used. 

(i) Compute present value Interest factor {PVIF] by dividing the issue price 
with the maturity value : 


( 11 ) 



Locate across the period row die PVIF which is neare.st to the calculated 


Issue Price _ 

value, l.e., Maturity Value ’ lower side and name it as PVIF at lower 


rate. In die same row, the PVIF in the next column is named as PVIF at 
higher rate. 

(iii) By using foUo^vlng formula, we can interpolate the implicit/notional rate 
of Interest 


Notional rato of interest = 

, FVIF at Lower rate-CalculatedValue ^ » 

Lower rate +-x (Higher Rate - Lower Rate) 

PVIF at Lower rate - PVIF at higher rate 


There are two methods of accounting for computing interest on deep discount 
bond. Since interest is not payable each year, therefore, interest may either be 
treated as deferred expense or accrued interest expense is recognised only 
when retirement of bond on maturity or before put/call option takes place. 
When recognition of Interest is postponed until retirement, the accrued interest 
dll date is shown by explanatoiy note in the balance sheet as could be seen in 
the Exhibit no. 1, extracted from the Annual Reports and Accounts of Gujarat 
Amhuja Limited. 
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Disclostixe <;£ Deep Discount Bond in Bslsnce Sheet 



As at March 31, 2001 

Rs in Lakhs 

As at March 31. 2000 

Rs in Lakhs 

Unsecured Loans 

15% Deep Discount Debenture 
(Debenture due for redemption 
on March 1, 2002 at a value of 

Rs. 653.52 lakhs) 

463.00 

463.00 


( Reports and Accounts of subsidlaiy companies of Gujarat Ambuja Cements Ltd., 2000- 

2001, p 6) 


At at March 31, 2002 

As at March 31,2001 

Rs. in Lakhs 

Rs. Lakhs 

Unsecured Loans 


15 % Deep Discount Debenture 
(Debenture redeemed on May 7, 2001) 

463.00 

(Reports and Accounts of Subsidiary Companies of Gujarat Ambuja Cements Ltd. 2001 

- 2002, p 6) 


Exhibit 1 



In the above case, debenture are continued to be shown at Issue price and matching of 
Interest accrued Is deferred until redemption. 

When interest Is treated as deferred revenue expense and expressed as such every year, the 
following entries are to be recorded ; 

1.. On the date of issue 
t For receipt oj application money 

Bank a/c Dr. 

Debenture application a/c 

a For debenture application money transferred to debenture account consequent upon 
allotment 

Debenture application Dr. 

x% Debenture a/c 

2. At the end of every year 

i. For Deferred interest expense charged to interest on debenture account 

Interest on debenture Dr, 

Deferred Interest expense a/c 

it. For Interest on debenture trans/erred to profit and loss account 

Profit and Loss a/c Dr. 

Interest on debenture a/c 

3. In the last year(i.e., year of maturity) 

i. For amount due to debenture liolders on maturity. 

Debenture a/c Dr. [With issue price) 

Deferred interest a/c Dr. fTotal deferred Interest expense) 

Debenture holders a/c (Face value of debentures) 
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ii For payment to debenture holders 

Debenture holders a/c Dr. 

Bank a/c 

Rlusiration 7(Treatment of interest) 

Sitanshu Ltd. issued 10,000 zero coupon bond of face value of Rs. 1,000 each 
maturing after six years at an issue price of Rs. 506.65. Record necessary 
journal entries to record the issue of bond and treatment of Interest in the 
books of Sitanshu Ltd. 

Solution 


Books of Sitanshu Ltd. 
Journal 


Date 

Paiticiilars 

L.F. 

Debit 

Credit 




Amount 

Amount 




Rs. 

Rs. 

On the 

Bank a/c Dr 


50,70.000' 


date of 

Bond application a/c 



50,70,000 

issue 

(Bond application money received) 





Bond application a/c Dr 


50,70,000 



Deferred intere.st expenses a/c Dr 


49,30,000“ 



Bond a/c 



1,00.00,000 


( Bond application account and 
deferred intere.st expenses transferred 
to bond account consequent to 
allotment) 




End of 

Interest on bond a/c Dr 


6,07,957 


1st yr. 

Deferred interest expense a/c 



6,07,957 


(Deferred interest expenses charged 
to Interest on bond) 





Profit and Loss a/c Dr 


6,07,957 



Interest on bond a/c 



6,07,957 


(Interest on bond charged to 
profit and loss account) 




End of 

Interest on bond a/ c Dr 


6,80,912 


Ilnd yr. 

Defeired interest expenses a/c 



6,80,912 


(Deferred Interest expenses charged 
to Interest on bond) 





Profit and Loss a/c Dr. 


6,80,912 



Interest on bond a/c 



6,80,912 


(Interest on bond charged 
to profit and loss account) 
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End of 

111 rd yr. 

Interest on bond a/c Dr. 

Deferred Interest expenses a/c 
(Deferred Interest expenses charged 
to Interest on bond) 


Pr ofit and Ixdss a/c Dr. 

Interest on bond a/c 
(Interest on bond charged to profit 
and loss account) 

End of 
IV th yr. 

Interest on bond a/c, Dr. 

Deferred interest expenses a/c 
(Deferred interest exiJenses charged 
to interest on bond) 

End of 
Vth yx. 

Profit and Loss a/c Dr. 

Interest on bond a/c 
(Interest on bond chm'ged to profit 
and loss account) 

Interest on bond a/c Dr. 

Defen'ed interest expenses a/c 
(Deferred tntere.st expenses chai'ged 
to interest on bond) 

End of 
Vlthyr. 

Profit and Loss a/c Dr. 

Interest on bond a/c 
(Interest on bond charged to profit 
and loss account] 

Interest on bond a/c Dr. 

Deferred interest expense a/c 
(Deferred tnterest expenses charged 
to Interest on bond) 


Profit and Loss a/c Dr. 

Interest on bond a/c 
(Interest on bond chaiged to profit 
and loss account) 


Notes to the Solution 

1. MIO,000 X 506.65) 

MIO.OOOO X 493.35) 


7,62.622 

7.62,622 

7,62.622 

7.62,622 

8,54,136 

8,54.136 

8,54,136 

8.54,136 

9.56,633 

9,56,633 

9,56.633 

9,56,633 

10,71,428 

10,71,428 

10,71,428 

10,71,428 


FVIF = 


MaturityValue 
Issue Pilce 


I.OO.OO.QQ) 

50.70,000 


= 1.9723% 
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Therefore, compounding factor Is 1.12 annually 

Value qfPVIF is 1.9723% in the sixth year’s row in the column interest rate 12%. There¬ 
fore, interest rate of these bonds is 12%. 

3. Now, we have to calculate the amount of interest accumulating and due every year 
such that the Issue price corresponds to maturity value. It is to be noted that company 
will pay at the end of sbcth year Rs. 1,000 per bond which Is inclusive of bo th interest 
and principal for that year. Interest is paid @ 12 % p.a., tlierefore, future value at the 
end of stjdhyear (beginning of sixth and ending of sixth year) is 1 + 0.12= 1.12, where 
1 is the principal and 0.12 is the interest. Therefore Interest for sixth year is = 
Rs. 1,000 X 0.12/1.12 = 107.14285, llrerefore, present value at the beginning of 
sixth year was Rs. 1,000 - 107.14285 = Rs. 892.8572 . The present value at the 
beginning of sixth year is also the future value at the end of fifth year and by following 
the same procedure, we can as certain the amount of taterest for fifth, fourth, third, 
second and first year. The following are the results ; 


Year 

Future value 

Interest 

Present Value 

Sixth 

1000.0000 

107.14285'' 

892.8572 

Fifth 

892.8572 

95.663267' 

797.19394 

Fourth 

797.19394 

85.413635" 

711.78031 

Third 

711.78031 

76.262175" 

635.51814 

Second 

635.51814 

68.091228’ 

567.442692 

First 

567.42692 

60.79574P 

506.631179 


4. Computing the Interest payable on bonds 


6th year 

= 

l.OOOx 

1.12 

= Rs. 107.142853 

5th year 

= 

892.8572X 

1.12 

= Rs. 95,663267“' 

4th year 

= 

797.19394X 

1.12 

= Rs.85.413635" 

3rd year 

= 

711.7803 lx 

1.12 

= Rs.76,262176" 

2nd year 

= 

635.51814X 

1.12 

= Rs.68.091228’ 

1st year 

= 

567.42692X 

1.12 

= Rs.60.795741" 


In this case we need to start from the last year for computing the Interest. The maturity 
price comprises of the amount due on debenture at the end of 5th year + Interest on this 
amount @12% p.a. 
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Let the amount due = 1 

Interest accrued = O'12 

Total amount during 6th year = 112 

We can use this relationship for ascertaining the amount due In tlie the 6th year 

,12 

= l-000x — = 107.14285 

Note : Tlitf table values are given upto 4 places of decimal Therefore, the fractional value 
given for 12% against 6 years ui PV Interest factor table(PVIF) is 0.507 by rounding off the 
value .5066 to get value for 10,000 bonds. The above values are to be multiplied by 10,000. 


7.S Issue of Debenture for Consideration other than Cash 

Sometimes, debenture can be issued to the vendors or suppliers of patents, 
copyrights and transfer of intellectual property rights, On a preferential basis, 
without receiving the money in cash. Such issue of debentures is termed as 
issue for consideration other than cash. When debentures ai'e issued to the 
vendors in satisfaction of the purchase consideration, the following entries are 
made : 

J. For ocquiriup the assets and liabilities 

Assets a/c Dr. (Value of assets 

acquired) 

Liabilities a/c (Liabilities taken over ) 

Vendor's a/c (Purchase consideration) 

2. For issue of debenture tn satisfaction of purchase consideration 

(a) Debenture Issued at par 

Vendor's a/c (by name) Dr. 

x% Debenture a/c 

Or 

(bj Debenture Issued at premium 

Vendor’s a/c Dr, 

x% Debenture a/c 
Securities Premium a/c 

Or 

fc) Debenture issued at discount 

Vendor's a/c Dr. 

Discount on issue of debenture a/c Dr. 

x% Debenture a/c 
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Purchase Consideration : Purchase consideration is the amount paid by purchasing 
company In consideration for purchase of assets/business from another enterprise. 
Purchase consideration is arrived at by using a following formula : 

Purchase Consideration = Value of assets — Liabilities assumed 

For example. Country Craft Ltd. has acquired from Batra Crafts Ltd. assets worth 
Rs. 10,00,000 and liabilities of Rs. 4,00,000 In this case, purchase consideration 
is Rs. 10,00000 - Rs, 400,000 = Rs. 6,00,000. 

Rlustration 8 (Purchase Consideration) 

Alfa Polyester Ltd, took over assets of Rs. 1,00.00,000 and creditors of 
Rs. 10,00,000 from Marine Solution Ltd and issued 5% Debenture of Rs. 100 
each (i) at par (h] at a discount of 10%, (lit) at a premium of 25%. 

Record necessary Journal entries in the hooks of Alfa Polyester Ltd. 


Solution 


Books of Alfa Polyester Ltd. 
Journal 


Date 

Particulars 


Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


(i) 

When debenture are issued at par 

B 




(a) 

Assets a/c 

Sundry creditors 

Marine Solution Ltd 
(For Purchase of assets) 

Dr. 

1 

1,00,00,000 

10,00,000 

90,00,000 


(b) 

Marine Solution Ltd. Dr. 

5% Debenture a/c 
(Issued 5% Debenture at par in 
discharge of purchase consideration) 

1 

90,00.000 

90,00,000 


(ii) 

When debenture are issued 
at discount 


■ 




(a) 

Assets a/c 

Sundry Creditors 
Marine Solution Ltd 
(For Purchase of assets) 

Dr. 


1,00,00,000 

10,00,0001 

90,00,000 


Od) Marine Solution Ltd. Dr. 

Discount on issue a/c Dr. 

5% Debenture a/c 
(5% debenture Issued at a discount 
of 10%) 

1 

90,00.000 

10,00,000 

1,00,00,000 
















(Ill) When debenture are Issued at 
premium ; 

(a) Assets a/c Dr. 

Sundry Creditors a/c. 
Marine Solution Ltd. 

(For purchase of assets) 


(b) Marine Solution Ltd. Dr 

5% Debenture a/c 
Securities Premium a/c 
(5% debenture issued at a 
premium of 25%) 


1,00,00,000 

1 

10.00,000 

90,00,000 

90,00,000 

1 

72,00,000 

18,00,000 


Notes to the Solution 


Amount Payable 

1. No. ot debenture issue price of debenture 

Issue Price of debenture = Face value of Debenture + Premium tunount Or 

- Discount amount 


= _90,00^_^ 1,00,000 debenture 
100-10-90 

90,000 ^ , I , 

2. No. of debenture = debenture 

iUU ^0 — 1 aO 


3. Securities Premium - Rs, 72,000 x Rs. 25 = Rs. 18,00,000 


Rlustration 9 (Purchase Consideration) 

Sita Travels Ltd. purchased assets of Batra Travels Ltd. as under; 

Plant and Machinery of Rs. 10,00,000 at Rs. 8,00,000 Land and Buildings of 
Rs. 50,00,000 at Rs, 72,00,000 for purchase consideration of Rs, 75,00,000 
and paid Rs. 20,00,000 in cash, remaining by issue of 10% Debenture of Rs. 
10 each at a premium of 20%, Record necessary entries in the books of Sita 
Travels Ltd. 
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Solution 


Books of Sita Travels Ltd. 
dournal 


Date 

Particulars 



Debit 

Credit 




m 

Amount 

Amount 




■ 

(Rs.) 

(Rs.) 


Plant and Machinery 

Land and Building 

Dr. 

Dr. 

■ 

8,00,000 

72,00,000 



Batra Travels Ltd. 




80,00,000 


(For purchase of business) 


1 




Batra Travels Ltd. 

Dr. 


80,00,000 



Cash a/c 




80,00,000 


(Payment made to Batra Ltd. 

in cash) 

■ 




Batra Travels . a/c 

Dr. 

■ 

60,00,000 



10% Debenture a/c (5,00,000 x 10) 

■ 


50,00,000 


Securities Premium a/c (5,00,000 x 2) 



10,00,000 


(For payment of purchase consideration) 

I 




Notes to the Solution 


_ Amount Payable 

1. No. of Debenture Face Value + Premium 


= Rs. 5,00,000 Debenture 

10 + 2 


2. 

Securities Premium 

= Rs. 

5,00,000 X 

2 = Rs. 10,00,000 

3. 

10% Debenture 

= Rs. 

5,00,000 X 

10 = Rs. 50,00,000 


7.6 Issue of DebeBttu© as Collateral Securlt^r . 

It implies stand-by or additional security to obtain secured loan. When the 
lender is of the view that the primary security is not enough to cover the risk, 
he/she may ask for further security. To this end. the borrower may issue 
bond/debenture by way of additional security in favour of later, knowii as 
collateral security. In this case, lender will simply be the custodian of these 
dehenture/bond. He wiU not be entitled to any interest on these debenture/ 
bond. However, if borrower fails to repay the loan along with interest in time, 
the lender is at liberty to recover his/her dues from the sale of primary security 
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In the first instance. If the realisable value of primary security is insufficient to 
clear the dues, the lender has the right to invoke the benefit of collateral security 
whereby, the debenture may either be presented for redemption or sold in the 
market. If the lender has any surplus from sale of security after meeting his 
dues, he is under obligation to return the same to the borrower, 

Accounting Treatment 

For pledging the debenture as a collateral security since no immediate 
liability is created by the company, therefore no journal entries are recorded, 
On the part of the company the liability arises only when the lender invokes 
his right vested in the collateral security. 

In other words, the foUovring journal entry is recorded 

Loan a/c Dr. (Principal and Interest outstanding 

on loan) 

Outstanding interest a/c Dr. (Outstanding Interest for the period 

Intervening the date of default on the 
loan to the date of invoking security 
by the lender.) 

x% Debenture a/c 

It is of paramount importance that collateral security creates a contingent 
liabiWy which has to be disclosed in the published accounts. 

The disclosure of issue of debenture as collateral security In the balance sheet 
of the borrower is shown below : 

Balance Sheet as at. 


Liabilities 

Amount 

(Rs.) 

Assets 

Amount 

(Rs.) 

Loan 

(Secured by 10% 

Debenture of Rs.each 

as Collateral security) 





Illustration 10(Collateral Security) 


Ramanuj Co. Ltd. has entered into an agreement with ICICI Ltd. to obtain a 
term loan of Rs. 20 crores of for a period of 5 years @ 10.5% p.a. The loan is 
secured by a mortgage of factory land and buFdtng and machinery. Since land 
and building and machineries were old, the ICICI Ltd. asked for additional 
security. For this purpose, the borrower issued Rs. 15,00,000, 9% Debenture 
as collateral security. Record these transactions in the books the of company 
and show the relevant items In the balance sheet. 
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Solution 

Books Ramanuj Co. Ltd 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

When 

loan 

Is 

taken 

Bank a/c Dr. 

Loan a/c 

(Loan obtained from ICICI, secured 
by factory land and budding and 
machinery and Rs. 15,00,000, 

9% debenture as collateral security ) 


20.00,00,000 

20,00,00,000 

End of 
1st Yr, 

Interest a/c 

Bank a/c 

(Interest paid on loan) 

Dr. 


2,10,00,000 

2,10,00,000 


Profit and Loss a/c Dr, 

Interest a/c 

(Interest paid on loan transferred to 
Profit and Loss a/c) 


2,10,00,000 

2,10,00,000 

End of 
Ilnd yr. 

Interest a/c 

Bank a/c 

(Interest paid on Loan) 

Dr. 


2,10,00,000 

2,10,00,000 


Profit and Loss a/c Dr. 

Interest a/c 

(Interest paid on loan transferred to 
Profit and Loss account) 


2,10,00,000 

2,10,00,000 

End of 
Illrd yr. 

Interest a/c 

Bank a/c 

(Interest paid on loan) 

Dr. 


2,10,00,000 

2,10,00,000 


Profit and Loss a/c Dr, 

Interest a/c 

(Interest paid on loan transfeired to 
Profit and Loss account) 


2,10,00,000 

2,10,00,000 

End of 
Ivth yr. 

Interest a/c 

Bank a/c 

(Interest paid on loan) 

Dr. 


2,10,00,000 

2,10,00,000 


Profit and Loss a/c Dr. 

Interest a/c 

(Interest paid on loan transfen-ed to 
Profit and Loss account) 


2,10,00,000 

2,10,00,000 
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End of 
vthyr. 

Interest a/c , 

Bank a/c 

(Interest paid on loan) 

Dr. 


2,10,00,000 

2.10,00,000 


Profit and Loss a/c Dr, 

Interest a/c 

Interest paid on Loan transferred to 
Profit and Loss account) 


2,10,00,000 

2,10,00,000 


Loan raised from ICICI will be reported in tbe Balance Sheet as below : 


Liabilities 

Amounts 

Rs. 

Assets 

Amount 

Rs. 

Secured Loans : 

Loan from ICICI 

(Secured by Land and 

Building and Maclilnery and 

Rs, 15,00,000 9% Debenture, 

20.00,00,000 




Illustration. 11 (Collateral Security) 

On April 1,2000 Chlnar Ltd. raised a loan of Rs. 25 crores @ 12% p.a. payable 
half-yearly on September 30 and March 31 repayable after 3 years and offered 
Its land and building at Guwahati as pilraaiy security. 12% Debenture of the 
company for Rs. 15 crores were also pledged as collateral security. The company 
started facing the financial distress towards the end of the year 2001 and 
could not pay interest on loan w.e.f. October 1, 2001 onwards. The company 
was not in a position to repay the loan on due date. The lender took over the 
possession of land and building in Guwahati at Rs. 24- crores and invoked his 
right vested in collateral security on 30th June 2003 after duly following legal 
process. Record journal entries to give effect to above transactions. 
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Solution 

Books of Chioar Ltd. 
Journal 


(Rs. in Crores) 


Date 

Particulars 

L.F, 

Debit 

(Amount) 

Rs. 

Credit 

(Amount) 

Rs. 

2000 
April 1 

Bank a/c Dr. 

Loair a/c 

(Loan raised for ILs. 25 crores against 
fixed charge on Land and Building and 
12% Debenture as collateral security 
for Rs. 15 crores) 


25 

25 

2000 
Sept 30 

Interest a/c 

Bank a/c 

(Interest paid on loan) 

Dr. 


1.5 

1.5 

2001 
Mar. 31 

Interest a/c 

Bank a/c 

(Interest paid on loan) 

Dr. 


1,5 

1.5 

2001 
Mar. 31 

Profit and Loss a/c 

Interest a/c 

(Intere.st charged to Profit and 
Loss account) 

Dr. 


3 

3 

2001 
Sept 30 

2002 
Mar-. 31 

Interest a/c 

Bank a/c 

(Interest paid on loan) 

Dr. 


1.5 

1.5 

Interest a/c 

Interest outstanding a/c 
(Interest due but not paid) 

Dr. 


1-5 

1.5 

Mar, 31 

Profit and Loss account a/c 
Interest a/c 

(Interest charged to Profit and 
Loss account) 

Dr. 


3 

3 

2002 

Oct.30 

Interest a/c 

Interest outstanding a/c 
(Interest due but not paid) 

Dr. 


1.5 

1.5 
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2003 
Mar. 31 

Interest a/c Dr, 

Interest Outstanding a/c 
(Interest due but not paid) 


1.5 

1,5 

2003 
Mar, 31 

Profit and Loss account a/c Dr. 

Interest a/c 

(Interest charged to Profit and 

Loss account) 


3 

3 

JuneSO 

Loan a/c Dr. 

Land and Building a/c 
(Primary security taken over by the 
lender in partial settlement of amount due) 


24 

24 

June30 

Interest outstanding a/c Dr. 

Loan a/c 

(Interest outstanding transferred to 

Loan account) 


4,5 

4.5 

JuneSO 

Loan a/c Dr. 

Interest outstanding a/c Dr, 

12% Debentures a/c 
(Invoking of Collateral Security for 
balance of outstanding loan and Interest) 


5.5 

0.75 

6.25 


i'/7*7'Writing off'Di$cpimt/Loss, on Issue of Debentme : 

Discount/loss on issue of debenture must be written off before such debenture 
are redeemed, Section 78 of The Companies Act, 1956 permits the utilization 
of securities .premium for writing off the discormt/loss on issue of debenture. 
To the extent the discount not written off is shown in the Balance Sheet on its 
assets side under the heading "Misc. Expenses". This show that the amount 
not yet written off is carried forward until fuUy written-off. 

(i) The entry to write off the discount out of securities premium account is as follows 

Securities premium a/c Dr. 

Discount/Loss on issue of debenture a/c 

(U) The company may decide to write off certain portion of unwritten off discount/ 
loss on Issue of debenture from out of tire prolits. The following entry is to be 
recorded ; 

Profit and Loss a/c Dr. 

Discount/Loss on issue of debenture a/c 
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7.7.1 Computation of Dlscomit/Loss on Issue 

The minimum amount to be written off every year, assuming no amount from 
securities premium is available, is proportionate to the amount of debenture 
redeemed. It implies that unwritten off balance of discount/loss is proportionate 
to the amount of debenture outstanding. However companies can write off any 
higher amount which is permissible by the availability of profit. 

ILlustration 12(Loss on Issue of Debenture) 

On April 1, 2000 Nlkhll Jain and Co. Ltd. issued 100.00,000, 7% debenture 
of Rs. 100 each at a discount of 4% redeemable after 5 years at a premi um of 
6%. Record necessary Journal entries for issue of debenture and writing off 
loss on issue debenture account. Also prepare loss on issue of debenture 
account. 

Solution 


Books of NikMl Jain and Co. Ltd. 
Journal 


(Rs. In. Cwres) 


Date 

Particulars 

fsm 

Debit 

Credit 



H 

Amount 

Amount 



■ 

Rs. 

Rs. 

2000 


■ 



April 1 

Bank a/c Dr. 

■ 

96 



Loss on Issue of debenture a/c Dr. 


10 



7% debenture a/c 



100 


Debenture Redemption Premium a/c 



6 


(Debenture issued at discount 
redeemable at premium) 

■ 



2001 
Mar. 31 

Profit and Loss a/c Dr. 

■ 

2 



Loss on issue of debenture a/c 



2 


(Loss on issue of debenture wrltten-off) 

■ 

■'Ti 


2002 
Mar. 31 

Profit and Loss a/c Dr, 

■ 

2 



Loss on issue of debenture a/c 



2 


( Loss on issue of debenture written-off) 

H 



2003 
Mar. 31 

Profit and Loss a/c Dr. 

■ 

2 



Loss on Issue of debenture a/c 



2 


(Loss on issue of debenture wiltten-ofl) 

■ 
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V_ / 


2004 
Mar. 31 

Profit and Loss a/c Dr. 

Loss on issue on debenture a/c 
(Loss on issue of debenture written-ofl) 


2 

2 

2005 
Mar. 31 

Profit and Loss a/c Dr. 

Loss on issue of debenture a/c 
(Loss on Issue of debenture wrltten-off) 


2 

2 


Loss on. Issue of Debenture Account 

Dr. fHs. bi CroresJ Cr. 


Date 

Particulars J.F 

Amount 

(Rs.) 

Date 

Particulars J.F. 

Amount 

(Rs.) 

2000 



2001 



April 1 

6% Debenture 

6 

Mar. 31 

Profit and Loss 

2 

April 1 

Debenture 






Redemption 






Premium 

4 

Mar. 31 

Balance c/f 

8 



10 




2001 



2002 



April 1 

Balance b/f 

8 

Mar. 31 

Profit and Loss 

2 




Mar. 31 

Balance c/f 

6 



8 



8 

2002 



2003 



April 1 

Balairce b/f 

6 

Mar. 31 

Profit and Loss 

2 





Balance c/f 

4 



6 



6 

2003 



2004 



April 1 

Balance b/f 

4 

Mar. 31 

Profit and Loss 

2 




Mar. 31 

Balance c/f 

2 



4 



4 

2004 



2005 



April 1 

Balance b/f ~ 

2 

Mar. 31 

Profit and Loss 

2 


Notes to the Solution 
1 . 


2, 


As the debenture are redeemable on maturity, the amount of debenture outstanding at 
the end of each yeai" for the full tenure of debenture wlU be same l.e. Rs. 100 crores. 
Therefore the proportion of debenture at the end of each year will be same, i.e. 1:1:1; 1'1- 
Loss on issue of debenture wiltten-off annually 


_ Total loss ^ Rs.lO crores 
No. of years ^ 


= Rsl2 crore; 
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Illustration 13( Writing off Discount on issue) 

J.M.D.Ltd. Issued 2 Lakh 5% Debenture of Rs. 100 each at a discount of 6% 
on April 1, 1999 redeemable as under : 

80,000 debenture on March 31, 2001. 

40,000 debenture on March 31, 2002, and 
remaining debenture on March 31. 2003. 

Ascertain out the amount of discount to be written off in each of the years 
tin the debenture are paid. Also prepare discormt on issue of debenture account. 

SolutioB 


Table showing the amoimt of discount to be written-off each year 


Date 

Amount of 

Proportion 

Discount 


debentures outstanding 




(Rs.) 


Rs. 

2000 

Mar. 31 

2,00,00,000 

20 

12,00,000 X 20/60 

= 4.00,000 

2001 

Mar. 31 

2,00,00,000 

20 

12,00,000 X 20/60 

= 4.00,000 

2002 

Mar. 31 

1,20.00,000 

12 

12,00,000 X 12/60 

= 2.40,000 

2003 

Mar, 31 

80,00,000 

8 

12,00,000 X 8/60 
= 1,60,000 


Total discount = 2,00,00.000 x 6/100 = Rs. 12,00.000 

The proportionate outstanding method of writing off discount/loss on Issue of 
debenture, satlsfles the requirement of minimum amount 


Discount on Issue of Debenture Account 


Dr. Cr. 


Date 

Particulars 

Amount 

(Rs.) 

Date 

Particulars 

Amount 

(Rs.) 

1999 
April 1 

5% Debenture 

12,00.000 

2000 
Mar. 31 

Profit and Loss 
Balance c/f 

4,00,000 

8,00,000 

12,00,000 

12,00,000 
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8,00,000 

2001 
Mai-. 31 

8,00,000 

3002 
Mar. 31 

4,00.000 

4,00,000 

2003 

Mar. 31 

1,60,000 


Balance c/f 


Balance c/f 


4,00,000 

4.00,000 



1,60,000 


Rlustration 14(Discount on issue written 

Sangeetha Ltd. Issued 60 Lakh 12% debenture of Rs. 100 each at a discount 
of 5% on April 1, 1997. Debenture are repayable in five equal installments 
starting from the end of sixth year. The securities premium account showed a 
balance of Rs. 0.6 crores the above date. Compute the amount of discount to 
be written off and record the transaction in the books of Sangeettra Ltd. 


Books of Sangeetha Ltd. 
Journal 


1997 
April 1 


(Rs, in CroresJ 


Particulars 

Bank a/c 

Dr. 

Debenture application a/c 


(Money received on debenture application) 

Debenture application a/c 

Dr. 

Discount on issue of debenture 

Dr, 

12% Debenture a/c 


(Debenture application money 
transferred to debenture account 


consequent upon allotment) 


1 Profit and Loss a/c 

Dr. 

Discount on issue of debenture a/c 

1 (Discount written off) 


Securities premium a/c 

Dr. 

Discount on Issue of debenture a/c 

(Discount written off) 



Dehit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

57 

57 

57 

3 

60 

0,3 

0.3 

0.6 

0.6 
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V_ / 


1999 





Mar. 31 

Profit and Loss a/c Dr. 


0.3 



Discount on issue of debenture a/c 



0.3 


(Discount written off) 




2000 





Mar. 31 

Profit and Loss a/c Dr. 


0.3 



Discount on Issue of debenture a/c 



0.3 


(Discount written off) 




2001 





Mar. 31 

Profit and Loss a/c Dr. 


0.3 



Discount on Issue of debenture a/c 



0.3 

2002 

(Discount written off) 








Mar, 31 

Profit and Loss a/c Dr, 


0,3 



Discount on issue of debenture a/c 



0.3 

2003 

(Discount written off) 








Mar. 31 

Profit and Loss a/c Dr. 


0,3 



Discount on issue of debentures a/c 



0.3 

2004 

(Discount written off) 








Mar. 31 

Profit and Loss a/c Dr. 


0.24 



Discount on issue of debenture a/c 



0.24 

2005 

(Discount written off) 








Mar. 31 

Profit and Loss a/c Dr, 


0.18 



Discount on issue of debenture a/c 



0.18 

2006 

(Discount written off) 








Mar. 31 

Profit and Loss a/c Dr. 


0.12 



Discount on issue of debenture a/c 



0.12 

2007 

(Discount written off) 








Mar. 31 

Profit and Loss a/c Dr, 


0.06 



Discount on issue of debenture a/c 



0,06 


(Discount written off) 
















ACCOUNTANCY 



Notes to the Solution 


Computation of Discount on Issue of Debenture to be 
Charged to Profit and Loss a/c 


(Rs. In crores) 



Amount of 
debenture 

Proportion 

Discount 


outstanding (Rs.) 


Rs. 

1998 




Mar. 31 

60 

5 

~ X Rs. 2.4 =Rs. 0.3 
40 

1999 




Mar, 31 

60 

5 

— X Rs. 2.4 =Rs. 0,3 
40 

2000 




Mar. 31 

60 

5 

— X Rs. 2.4 =Rs. 0.3 
40 

2001 




Mar, 31 

60 

5 

— X Rs. 2.4 =Rs. 0.3 
40 

2002 




Mar. 31 

60 

5 

— X Rs. 2.4 =Rs. 0.3 
40 

2003 




Mar. 31 

60 

5 

— X Rs. 2.4 =Rs. 0.3 
40 

2004 




Mar. 31 

48 

4 

— X Rs. 2.4 = Rs. 0.24 
40 

2005 



Mar. 31 

36 

3 

— X Rs. 2,4 = Rs. 0.18 
40 

2006 




Mar. 31 

24 

2 

— X Rs.3,4=R3.0.12 
40 

2007 




Mar. 31 

12 

1 

— X Rs. 2.4 = Rs. 0.06 
40 



40 

2.4 
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' '7, @ df Belyciatwe 

This section seeks to present the legal framework and the accounting treatment 
of redemption of debenture/bonds. The term ‘redemption’ implies the discharge 
of an obligation arising out of the contractual obligations created through the 
Debenture Trust Deed. The redemption of debenture can take place either out 
of profits or through conversion of convertible debenture into shares or by 
issuing new series of debenture/bond. In case of convertible debenture there 
is no cash out flow but only issue of shai'es in discharge of the obligation, 
redemption of debenture out of profit implies payment in the form of cash to 
non-convertible debenture holders. This section is divided into three sub 
sections-, sub-section 1 deals with redemption of non-convertible debenture 
out of profits, sub-section 2 deals with redemption of convertible debenture 
and sub-section 3 deals with redemption of debenture through open market 
operations. 

7.8.1 Redemption of Non-convertible Debenture out of Profits 

According to section 117 C(l) of the Companies Act, 1956, when debenture 
are to be redeemed out of profits, an adequate amount of profits is required to 
be transferred to Debenture Redemption Reserve every year before the 
redemption begins. It is to be noted that the Companies Act 1956, vide section 
117C(1) does not spell out as to what is the adequate amount? For this one 
has to refer to SEBI GuidUnes tn this behalf. SEBI Guideline No. 10.3.2 (c)(a) 
stipulates that an amount equal to 50% of the debenture issue should be 
transferred to Debenture Redemption Reserve before the redemption begins. 
Implication of these provisions is that whenever a redemption of debenture is 
made, at least an amount equal to 50% of the debenture issue should stand to 
the credit of the Debenture Redemption Reserve Account. Suppose a limited 
company issued debenture of Rs. 5 crores with the condition to start redemption 
tn the ttod year. In such a case, before the debenture redemption begins in 
3“‘ year, the Debenture Redemption Reserve Account should have a balance at 
least equal to 0.5 x Rs. 5 crores = Rs. 2.50 crores. This is applicable only tn 
case of non-convertible debenture and non-convertible portion of partly 
convertible debenture. 

7.8.1.1. Duration of Creation of Debenture Redemption Reserve 

Debenture Redemption Reserve should be created before the redemption starts. 
If debenture are issued for project finance, the Debenture Redemption Reserve 
may be created upto the date of commercial production either in equal 
installments or higher amount tf profits so permit [10.3.2. (b)]. However, m 
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case of convertible Issues by new companies, the creation of Debenture 
Redemption Reserve shall commence from the year company earns profits for 
the remaining life of debenture. [10.3.2. (d)] 

7.8.1.2. Exceptions to the creation of Debenture Redemption Reserve 
Following are the exceptions to the above rule ; 

1, Infrastructure companies [ a company wholly engaged in the business of 
developing, matntaintng and operating Infrastructure facilities [1.2.1. (XV)] 
are not required to cleate Debenture Redemption Reserve [10.3.2. [C) (C)] 

2. A Company issuing debentures with a maturtty period of not more than 
18 months (10,3.1) 

A critical analysis of the provisions of Company law and Guidelines Issued by 
SEBl derives one to Infer that company law makes no exception with regard to 
creation of Debenture Redemption Reserve, whereas SEBI makes aforesaid 
exceptions, Therefore, we are of the view that Debenture Redemption Reserve 
should be created by all companies without exception In order to avoid penalties 
prescribed In the law because SEBI Guidelines are In addition to the provisions 
of any other law for the time being Inforce (Section 32, SEBI Act 1992). For 
example, Gamman India Limited, an infrastructure project company, regularly 
creates Debenture Redemption Reserve [Refer P. 37, Annual Report 2001-02]. 
Alternatively, adequacy of amount as stipulated by section 117C(1) could be 
Interpreted with reference to SEBI Guidelines. 

Following accounting entries are to be recorded in this regard; 

Accounting entry for creation of Debenture Redemption Reserve 

Prolit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve a/c 

In the year of redemption, the debenture holders will be credited with 
the amount due according to the terms of redemption. 

(i) If the debenture are redeemable at par, the par value of debenture to be 
redeemed will be transferred to debenture holders account by recording 
followmg entries ; 

Debenture a/c Dr. 

Debentureholders a/c 

[ii) In case the debenture are redeemable at premium, the amount of premium 
win also be transferred to debenture holders account by recording following 
entiy; 
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X % Debenture a/c Dr. * 

Debenture Redemption Premium a/c Dr. 

Debentureholders a/c 

For payment: to debentweholders 

Debentureholders a/c '^Dr. ^ 

Bank a/c 

Ulustration 15(Issue and Redemption of Debenture) , 

Gunjan Ltd, Issued 5,00.000, 12% debenture of Rs. IPO each on April 1, 2002 
redeemable at par on Julyl, 2003, The company received applications for 
6.00,000 debentures and the allotment was made to all the applicants on 
prorata basis. The debenture were redeemed on due date. How much amount 
of Debenture Redemption Reserve Is to be created before the redemption is 
carried out? Also record necessary journal entries regarding issue and 
redemption of debenture. 

Solution 


Books of Gunjan Ltd. 
Journal 


Date 

Particulars 


ma 

Debit 

Credit 




m 

Amount 

Amount 

2002 



■ 

(Rs.) 

(Rs.) 

April 1 

BEink a/c 

Debenture application a/c 
(For receiving application money) 

Dr. 

1 

6.00,00,000 

6,00,00,000 

April 1 

Debentures application a/c 

12 % Debenture a/c 

Dr. 

1 

6,00,00,000 

5,00,00,000 


Bank a/c 




1,00,00,000 


(Debenture application money 
transferred to debenture account 


■ 




consequent upon allotment of debenture) 

■ 



2003 



■ 



Mar. 3] 

Interest a/c 

Dr. 

■ 

60,00,000 



Debentureholders a/c 




60,00,000 


(For Interest due) 


1 



Mar. 31 

Debentureholders a/c 

Dr. 

■ 

60,00,000 



Bank a/c 




60,00,000 


(For payment of interest) 


1 



Mar. 3] 

Profit and Loss a/c 

Dr. 

■ 

60,00,000 



Interest a/c 




60,00,000 


(For writing off interest) 


H 
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Mar. 31 

Proflt and Loss a/c Dr. 

Debenture Redemption Re,serve a/c 
(Appropriation of profit to DRR as per 
Sec,117C(l)of The Comanles Act, 1956) 


2.50.00,000 

2.50,00.000 

June 30 

Interest a/c Dr. 

Debentureholders a/c 
(Interest due for two months) 


10,00.000 

10,00,000 

July 1 

12 % Debentures a/c Dr. 

Debentureholders a/c 
(Payment on redemption of debentures 
due to debenture holders) 


5,00,00,000 

5,00,00.000 

July 1 

Debentureholders a/c Dr. 

Bank a/c 

(Payment due to debenture holders 
discharged) 


5,10,00,000 

5,10,00,000 

2004 
Mar 31 

Proflt and Loss a/c Dr. 

Interest a/c 
(Transfer of interest) 


10,00,000 

10,00,000 

Mar 31 

Debenture Redemption Reserve a/c Dr. 
General Reserve a/c 


2,50,00,000 

2,,50,00,000 


(For transfer of DRR to general reserve) 





Illustration 16(Redemption of Debenture) 

NoidaToU Bridge Corporation Ltd, (An infrastructure Company) has outstanding 
200 laMis 9% debenture of Rs. 100 each issued in 1997 due for redemption on 
June 30, 2003. How much amount of Debenture Redemption Reserve should 
be created before the redemption of debenture begin? Record necessaiy entries 
regarding redemption of debenture. The company closes its books on March 
31, every year. 

Solution 

As per SEBI Guidelines, Infrastructure companies are exempted from creating Debenture 
Redemption Reseive(DRR). However, The Companies Act, 1956 vide section 117C(1) requires 
an adequate amount to be transferred to DRR. The minimum amount to be transferred to 
Debenture Redemption Reserve will be Rs. 1,00,00.00,000, which will be eventually be 
transferred on the eve of redemption, 
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Books of Nolda ToU Bridge Corporation Ltd. 
Jotirned 


Date 

2003 

Particulars 

Bn 

Debit 

Amount 

(Rs.) 


June. 30 

9 % Debenture a/c. Dr. 

Debentureholders a/c 
(Amount due to debenture holders on 
redemption] 


2.00,00,00,000 

2,00,00.00,000 


Debentureholders a/c Dr. 

Bank a/c 

(Anrount due to debenture holders paid) 


2,00,00,00,000 

2,00,00,00,000 


Illustration 17(Redemption of Debenture) 

Ganeshan Ltd. has 800 lakhs IQo/o debenture of Rs. 100 each due for redemption 
on March 31. 2003. Assume that Debenture Redemption Reserve has a balance 
of Rs. 3.40,00,00.000 on that date. Record necessary entiles at the time of 
redemption of debenture. 

Solution 


Boobs of Ganeshan Ltd. 
Journal 


Date 

2003 

Particulars 

ly 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

Mar. 31 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve 
(For transfer of profits to as per SEBI 
guidelines) 

1 

60,00,00,000 

60.00,00,000 

Mar. 31 

10 % Debenture a/c Dr. 

Debentureholders a/c 
( Amount becomes due to debenture 
holders on redemption ) 

1 

8,00,00,00,000 

8,00,00,00,000 

Mar, 31 

Debentureholders a/c Dr. 

Bank a/c 

(Amount due to debenture holders paid) 

1 

8,00,00,00,000 

8,00,00,00,000 

Mar, 31 

Debenture Redemption Reserve Dr. 

General Reserve 
(Debenture Redemption 

Reserve tran,sferred to General Reserve) 

1 

4.00,00,00,000 

4,00,00,00,000 
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Notes to the Solution 

Since question Is silent about payment of interest, It Is assumed that there is no 
outstanding interest on the date of redemption 

Illustration Wd^edemption of Debenture) 

Santanu Ltd. has 50,00,000, 8% debenture of Rs. 100 each due for redemption 
In four equal annual instalments starting from March 31, 2003. Debenture 
Redemption Reserve has a balance of Rs. 18,00,00,000 on that date. Record 
necessary Journal entries. 

Solution 


Books of Santanu Ltd. 
Journal 


Date 

Particulars 



Debit 

Credit 




■■ 

Amount 

Amount 




■1 

(Rs.) 

(Rs.) 

2003 






Mar 31 

Interest a/c 

Dr. 


4,00,00,000 



Bank a/c 




4,00,00,000 


(Interest due on debenture paid) 





Mar 31 

Profit and Loss a/c 

Interest a/c 

Interest transferred to profit and 
loss accoimt) 

Dr. 


4,00,00,000 

4,00,00,000 

Mar. 31 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve 
fTransfer of profits to Debenture 
Redemption Reserve) ^ 


7,00,00,000 

7,00,00,000 

Mai'. 31 

8 % Debenture a/c 

Dr. 


12,50.00,000 

s 


Debentureholders a/c 
(Payment due to Debentureholders 
redemption) 

on 



12,50,00,000 

Mar. 31 

Debentureholders a/c 

Dr. 


12,50,00,000 


2004 

Bank a/c 

( Payment due to debentureholders 
discharged) 



12,50,00,000 

Interest a/c 

Bank a/c 

(Interest paid on debenture) 

Dr, 


3,00,00,000 

3,00,00,000 

Mar, 31 
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Profit and Loss a/c Dr, 

Interest a/c 

(Interest transferred to profit and loss 
account) 


Mai-. 31 


Mar. 3ll 


2005 
Mar 31 


Mar. 31 


Mar. 31' 


2006 
Mar 31 


Mar. 31 


Mar. 31 


8 % Debenture a/c 

Debenturesholders a/c 
(Payment due to Debentureholders 
redemption) 

Dr. 

on 

Debentureholders a/c 

Bank a/c 

( Payment due to debentureholders 
discharged) 

Dr. 

Interest a/c 

Bank a/c 

(Interest paid on debenture) 

Dr. 

Profit and Loss a/c 

Interest a/c 

Dr. 

(Interest transferred to profit and loss 
account) 

8 % Debenture a/c 

Debenturesholders a/c 

Dr. 

(Payment due to Debentureholders 
redemption) 

on 

Debentureholders a/c 

BEink a/c 

( Payment due to debentureholders 
discharged) 

Dr. 

Interest a/c 

Bank a/c 

(Interest paid on debenture) 

Dr. 

Profit and Loss a/c 

Interest a/c 

Dr. 

(Interest transferred to profit and loss 
account) 

8 % Debenture a/c 

Debenturesholders a/c 
(Payment due to debentureholders 
on redemption) 

Dr. 


Debentureholders a/c Dr. 


Bank a/c 

( Pajmrent due to debentureholders 
discharged) 


3,00,00,000 

lil,5O,OO,0'OO 

1^,50,00,000 

■ r 

2,00,00,000 

2 , 00 , 00,000 

12,50,00,000 

12,50,00,000 

1 , 00 , 00,000 

1,00,00,000 

12,50,00,000 

12,50,00,000 


3,00,00,000 

12,50,00,000 

12.50,00,000 

2 , 00 , 00,000 

2 , 00 , 00,000 

12,50,00,000 

12,50,00,000 

1 , 00 , 00,000 

1 , 00 , 00,000 

12,50,00,000 

12,50,00,000 
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Mar 31 


Debenture Redemption Reserve a/c Dr. 

General Reserve A/c 
DRR account clo.sed by transl'enlng It to 
general reserve) 


25,00,00,000 


25,00,00,000 


Ulustratratton J 9(Issuje and Redemption of Debenture) 

Nlkhll Cosmetics Ltd. Issued 12,00,000, 5 % debenture of Rs, 50 each on June 30, 
2001 redeemable at a premium of 6 % on July 1, 2005. The Board of Directors have 
decided to transfer out of profits Rs. 2,00,00,000 to Debenture Redemption Reserve 
on March 31, 2003, Rs. 50,00,000 on April 1, 2004 and Rs. 50,00,000 on April 1, 
2005. Record necessary Journal entries regarding issue and redemption of debenture. 
Ignore entries relating to wrlttlng off loss on issue of debenture and interest paid 
thereon. 


Solution 


Booka of Nikhil Cosmetics Ltd. 
Journal 


Date 

Particulars 

LF. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

2001 

June 30 

At the time of issue 

Bank a/c Dr. 

Debenture application a/c 
( Application money reclved on issue 
of debenture.) 

1 

6,00.00,000 

6,00,00.000 

June 30 

Debenture application a/c Dr. 

Loss on issue of debenture a/c Dr. 

5 % Debenture a/c 

Debenture Redemption Premium a/c 
( Application money transferred to 

5% debentures being redeemable at 
premium, consequent to allotment of 
debentures,) 

1 

6,00,00,000 

36,00,000 

6,00,00,000 

36,00,000 


For creation of Debenture 

Redemption Reserve 

Profit and Loss Appropriation a/c Dr. 

Debentiue Redemption Reserve 
(Transfened profits to Debenture Rede¬ 
mption Reserve as per Board resolution) 

1 

2,00,00,000 

2,00,00,000 
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■T2DDT“ 
April. 1 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve 
(Transferred profits to Debenture Rede¬ 
mption Reserve as per Board resolution) 


50.00,000 

50,00,000 

2005 
April. 1 

Profit and Loss Appropriation a/c Dr. 


50,00,000 



Debenture Redemption Reserve 
(Transferred profits to Debenture Rede¬ 
mption Reserve as per Board resolution) 



50,00,000 

July, 1 

At the time of redemption 

5 % Debentures a/c Dr. 

Debentures Redemption 

Premium a/c Dr. 

Debentureholdera a/c 
( Amount due to debenturesholders 
on redemption of debenture) 


6.00,00,000 

36,00,000 

6,36,00,000 

July. 1 

Debentureholders a/c Dr. 

Bank a/ c 

( Amount due to debentureholders 
being paid) 


6,36,00,000 

6,36,00,000 

2006 
Mar. 31 

Debenture Redemption Reserve Dr. 
General Reserve a/c 


3,00,00,000 

3,00,00,000 


Debenture Redemption Reserve 
transferred to General Reserve 





Mustration 20(IssLie and Redemption of Debenture) 

KTLtd. issued 1,00,000, 10 % debenture Rs. 100 each at (i) par; (ii) at premium 
of 5% on June 30, 2001, redeemable on July 1, 2003. The Board of Directors 
decided to transfer Rs. 25,00,000 to Debenture Redemption Reserve on March 
31, 2002 and on March 31, 2003. Record necessary entires for the issue as 
well as at the time of redemption of debenture. Ignore entries for payment of 
interest. 
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SolutioB 


(i} Debenture issued at Par 

Books of KT Ltd. 
Journal 


Date 

Particulars 

L.F, 

Debit 

Amount 

fRs.J 

Credit 

Amount 

fRs.J 

2001 





JuneSO 

Bairk a/c. Dr. 

Debenture application a/c 
(For receipt of application money) 


1,00,00,000 

1,00,00,000 

Junes 0 

Debenture application a/c Dr. 

10 % Debenture,? a/c 
(Debenture application money 
transferred to 10 % debenture 
consequent upon allotment) 


1,00,00,000 

1,00,00.000 

2002 
Mar, 31 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve a/c 
(Debenture Redempton Reserve being 
created out of profits) 


25,00,000 

25,00,000 

2003 
Mar, 31 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve 
(Debenture Redemption Reserve being 
created out of profits) 


25,00,000 

25,00,000 

July 1 

10 % Debenture a/c Dr. 


1,00,00,000 



Debentureholders a/c 
(Redemption of debenture become due) 



1,00,00,000 

July 1 

Debentureholders a/c Dr, 

Banlr a/c 

( Payment due to debentureholders 
discharged) 


1,00,00,000 

1,00,00,000 

2004 
' Mar 31 

Debenture Redemption Reserve Dr. 
General Reserve 

(Debenture Redemption Reserve amoun 
transferred to general reserve) 


50,00,000 

50,00,000 
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(U) Debenture Issued at Premium 


Date 

Particulars 

L.F. 

Debit 

Credit 




Amount 

Amount 




(Rs.) 

(Rs.) 


At the time of issue 




June30 

Bank a/c Dr. 

Debenture application a/c 
(Debentures application money received) 


1.05.00.000 

1,05,00.000 

June 30 

Debenlure ai:>plicatlon a/c Dr. 

10 % Debenture a/c 

Securities Premium 


1.05.00,000 

1,00,00,000 

5,00,000 


( Application transferred to 10 % 
debentures being issued at 
premium, consequent upon allotment) 




2002 

For creating Debenture 

Redemption Resenie 




Mar. 31 

Profit and Ijdss Appropriation a/c Dr. 


25,00,000 



Debenture Redemption Reserve 



25,00,000 


( Pr(:)llt.s transferred to Debenture 
Redemption Resem;] 




2003 
Mar, 31 

Profit and D)s.s Appropriation a/c Dr. 

Debenture Redemption Reserve 
( Profit.s trarisfeiTcd to Debenture 
Redemption Re.sei’ve) 


25,00,000 

25,00,000 

July 1 

At the time of rcxlemption 

10 % Debenture a/c Dr. 


1,00,00,000 


Debcntureholders a/c 



1.00,00,000 


( Amount due to debenture holders on 
redemption) 




July 1 

2004 

Debenturehnlder.s a/c Dr. 

Bank a/c 

( Amount due to debcntureholders 
being paid) 


1,00,00,000 

1,00,00,000 

DclKTilurc Redemption Rcseu'e Dr. 
Gcmeral Restave 


50,00,000 

50.00,000 

Mar 31 


(DRR closed liy Iransferi lng 11 In 
general reseivt;) 
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niustration 21 (Redemption of Debentures) 

On April 1. 2001, following were the balances in the bocks of GIW Ltd. 9 % 
Debentm-e Rs. 60,00,000; Debenture Redemption Reserve Rs. 20,00,000, Ttie 
Board of Directors decided to transfer Rs. 10,00.000 to Debenture Redemption 
Reserve on March 31. 2002, The redemption of debenture will commence on 
April 1, 2003, Record necessasiy journal entries for the. above transactions 
relating to transfer of debenture redemption reaeiwe on redemption of 
debentures. Ignore entries for interest on debentures. 

Solution 


Books of GKW Ltd. 
Journal 


Date 

Particulars 

m 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

2002 






Mar. 31 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reseivc. a/c 
( Profits transferred to Debenture 
Redemption Reserve) 


10,00,000 

10,00,000 

2003 






April 1 

9 % Debenture a/c 

Debentureholder a/c 
(Payment due to debentureholders 
Redemption) 

Dr. 

on 


60,00,000 

60,00,000 

April 1 

Debentureholders a/c 

Bank a/c 

( Payment due to debenturcholdrs 
discharged) 

Dr. 


60,00,000 

60.00,000 

2004 
Mar 31 

Debenture Redemption Reserve 
General Reserve 

Dr. 


30,00,000 

30,00,000 


Rlustration 22(Issue and Redemption of Debenture) 

Sita Enterprises Ltd.issued Rs. 4,00,00,000. 11 % Debentirre divided into 
debenture of Rs. 100 each on April 1, 2001, redeemable In four equal annual 
instalments staiilng from April 1, 2003. lire Board of Directors have decided 
to create Debenture Redemption Reserve of Rs. 1,00,00,000 on Mar 31, 2002 
and 2003. Record necessasry journal entries at the time of issue and at the 
time of redemption of debenture and creation of Debentmre Redemption Reserve. 









COMPANY ACCOUNTS — ISSUE AND REDEMPTION OF DEBENTURE 


405 




So!84tion 


Books of Sita Enterprises Ltd. 
Journal 


Date 

Paiticulais 

L.F. 

Debit 

Credit 




Amount 

Amount 




(Rs.) 

(Rs.) 

2001 

At the time of issue 




April 1 

Bank a/c Dr. 

Debenture application a/c 
(Application money received ) 


4,00.00,000 

4,00,00,000 

April 1 

Debentures application a/c Dr. 

11 % Debenture a/c 
[ Debentures application money 
transferred to 11% debenture 
consequent upon aUotment) 


4,00,00,000 

4,00.00,000 

2002 

Creation of debenture redemption reserve 




April 1 

Profit and Loss Appropriation a/c Dr. 

Debentui'e Redemption Reserve a/c 
(Debenture Redemption Reserve 
created out of profits) 


1,00,00,000 

1,00,00,000 

2003 
Mar 31 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve a/c 
(Debenture Redemption Reserve being 
created out of profits) 


1,00,00,000 

1.00,00.000 


At the time of redemption 




April 1 

11 % Debenture a/c Dr. 

Debentureholders a/c 
(Redemption of debenture become due) 


1,00,00,000 

1,00.00,000 

April 1 

Debentureholders a/c Dr. 

Bank a/c 

( Payment due to debentureholders 
discharged) 


1,00,00,000 

1,00,00,000 

2004 





April 1 

11 % Debenture a/c Dr, 

Debenture holders a/c 


1,00,00,000 

1,00,00,000 


( Debenture redemption due) 




April 1 

Debentureholders a/c Dr. 

Bank a/c 

( Payment due to debentureholders 
discharged) 


1,00,00,000 

1,00,00,000 
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I 2005 

1 April 1 

11 % Debenture a/c Dr. 

Debentureholders a/c 

IRedemptlon of debenture become due) 

■ 

1.00.00,000 

1.00,00,000 

April 1 

Debentureholders a/c Dr. 

Bank a/c 

( Pajrment due to debentureholders 
discharged) 

1 

1.00,00,000 

1.00,00,000 

2006 
April 1 

11 % Debenture a/c Dr. 

Debentureholders a/c 
( Debenture redemption due) 

1 

1,00,00.000 

1,00,00,000 

April 1 

Debentureholders a/c. Dr. 

Bank a/c 

( Payment due to debentureholders 
discharged) 

1 

1,00,00.000 

1.00,00,000 

2007 
Mar. 31 

Debenture Redemption Re.serve Dr. 
General Reserve 

DRR closed by transferring it to general 

1 

2,00.00,000 

2,00,00.000 


reserve 





7.9 Fmai&cisig of Bfedettaptioii of Betoeature ^ 

The redemption of debentures require huge amount of cash whenever non- 
convertible debenture are to be paid off. To meet this requirment, the Board 
of Directors may decide, at their own discretion, to Invest money appropriately 
and Judiciously In securities or bonds of the other Vmsiness entitles. In this 
situation, funds allocated are invested periodically out side the business. For 
this purpose, an appropriate amount may be transfered to Debenture 
Redemption Sinking Fund. An appropriate amount will be calculated by referlng 
to Sinking Frmd Factor, depending upon the Interest rate on investments and 
the number of years for which investments are made. Sinking Fund Factor at 
T’ rate of interest for ‘n’ number of years will be the reciprocal of Future Value 
Factor annuity for ‘n’ years (FVIFA). Sinking Fund Factor = l/FVIFA,‘r’.‘n’. 
FVIFA table is given in the appendix. Debenture Redemption Sinking Fund 
account will be credited every year so as to en.sure that sufficient amount 
accumulates In this account before debenture redemption takes place. It is to 
be noticed that Debenture Redemption Sinking Fund willl serve, the purpose of 
Debenture'Redemption Reserve as required by the Law. Therefore, for this 
purpose the amount transferred to Debenture Redemption Sinking Fund be 
treated same as Debenture Redemption Reserve. Therefore, the appropriated 
amount Is transferred to Debenture Redemption Reserve Account instead of 
Debenture Redemption Stnldng Fund to meet the statutory requirement. 
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1 . Entries at the end of Ikst year 

Entries relating to issue of debenture, payment of Interest and amortization of 
discount/ loss on issue of debenture have already been discussed in the earlier 
sections. The other related entries at the end of first year are as under: 

a) For trans/er of profits to Debenture Redemption Reserve 

Profit and Loss Appropriation a/c Dr, 

Debenture Redemption Reserve a/c 

b) For purchase of Debenture Redemption Sinking Fund Investments with the amount 
of Debenture Redemption Reserve set aside above. 

Debenture Redemption Sinking Fund Investment a/c Dr. 

Bank a/c 

2. Entries at the end of second and subsequent years 

In the second and subsequent years the company wUl start receiving interest 
on previous years Investments which will be transferred to Debenture 
Redemption Reserve. The company will purchase hivestments with the amount 
of Debenture Redemption Reserve kept aside and interest received on 
Debenture Redemption Sinking Fund Investments hi the respective years. The 
Journal entries are as under : 

a) For receiving of interest on Debenture Redemption Sinking Fund Investments 

Bank a/c Dr. 

Interest on Debenture Redemption Sinking I'tind Investment a/c 

bl For interest received transferred to Debenture Redemption Reserve 

Interest on Debenture Redemption Sinking 

Fund Investment a/c Dr. 

Debenture Redemption Reserve 

c) For transfer of profits to Debenture Redemption Reserve 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve 

d) For purchase of investments with the amount of Debenture Redemption Reserue 
ar^d interest received 

Debenture Redemption Sinking 

Fund Investment a/c Dr. 

Bank a/c 

3. Year of Redemption 

The year in which the redemption of debenture is due, the entries for receipt 
of interest, its transfer to Debenture Redemption Reserve and setting aside 
the profits for Debenture Redemption Reserve will be recorded as usual. 
But instead of purchase of investmtnts, all investments purchased in 
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previous years will be sold out to provide liquidity for redemption of 
debenture. After aU the debenture are redeemed on maturity, Debenture 
Redemption Reserve account will be closed by transferring its balance to 
general reserve account, In case of redemption of debentures by draw of 
lots, withdrawl from Debenture Redemption Reserve can be made after 
redemption of 10 % of the debenture. Following entries are to be recorded : 

(a) For receipt of Interest on Debenture Redemption Sinking Fund Inustements 

Bank a/c Dr. 

Interest on Debenture Redemption Sinking Fund Investment a/c 

(b) For transfer of Interest to Debenture Redemption Reserve 

Interest on Debenture Redemption 
Sinking Fund Investment a/c Dr. 

Debenture Redemption Reserve 

fcj For transfer of profits to Debenture Redemption Resene 

Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve 

(d) (ij For sale of Debenture Redemption Sinking Fund Investments, (it is to be noted tlwt 

gain or loss on sale of Debenture Redemption Sinking Fund Investments, if any, 
will be transferred to Debenture Redemption Reserve account) 

(ii) Investment sold at book value 

Bank a/c Dr. (Sale price of Investment) 

Debenture Redemption Sinking Fund Investment a/c 

(Investment sold at cost price) 

Or 

(Hi) Investment sold at less than book value 

Bank a/c Dr. 

Debenture Redemption Reserve Dr (Loss on sale of Investments) 

Debenture Redemption Sinking Fund Investment a/c 

Or 

(iu) Investment sold at more than book value 

Bank a/c Dr. 

Debenture Redemption Sinking Fund Investment a/c 
Debenture Redemption Reserve a/c(Galn on sale of Investment) 

(e) On redemption of debenture at par, amount due to debentureholders 

X % Debenture a/c Dr. 

Debentureholders a/c 

Or 

In case tire debenture are redeemed at premium, following entry will be recorded: 
X % Debenture a/c Dr. 

Debenture Redemption Premium a/c Dr. 

Debentureholders a/c 
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(fj Amount due to debentireholders paid : 

Debentureholders a/c Dr. 

Bank a/c 

Ig) After the debenture are redeemed, Debenture Redemption Reserve Account is 
transferred to General Reserve Account by recording the following entry : 

Debenture Redemption Reserve Dr. 

General Reserve a/c 

Illustration 23(Sinking Fund Investment for the redemption of debentures) 

Anshu Detergents Ltd. issued 2,00,000, 10 % debenture of Rs. 10 each on 
January 1, 2000 redeemable alter 4 years. For this prpose, the company 
established a Debenture Redemption Sinking Fund Investment. The 
Investments are expected to earn interest @ 4 % p.a. Sinking Fund Factor 
Table shows that Re. 0.2355 invested annually at @ 4 % will accumulate to 
Re. 1 at the end of .4th years. 

On December 31, 2003, the investments realised Rs. 15,00,000. The 
debenture were paid off as per terms of Issue of debenture. 

Give Jounal entries to record transaction relating to issue and Investment of 
reserve and redemption of debenture. 

Solution 


Books of Anshu Detergents Ltd. 
Journal 


Date 

Particulars 

■ 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

~vmr~ 

Jan 1 

Bank a/c Dr. 

Debenture appLlcabon a/c 
( Debenture application money recived ) 


20,00,000 

20,00.000 

Jan 1 

Debenture application a/c Dr. 

10 % Debenture a/c 
( Application money transferred to 10 % 
debentures consequent upon allotment) 


20,00,000 

20,00,000 

Dec. 31 

Proflt and Loss Approprlabon a/c Dr. 

Debenture Redemption Reserve a/c 
( Profits transferred to Debenture 
Redemption Reserve ) 


4,71,000' 

4,71,000 
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Dec. 31 Debenture Redemptllon Sinking 

Fund Investments a/c Dr. 

Bank a/c 

( Investments purchased) 

2001 

Dec 31 Bank a/c Dr. 

Interest on Debenture Sinking 
Fund Investments a/c 
(Interest received on Investment) 

Dec 31 Interest on Sinking Fund 

Investments a/c Dr. 

Debentm'e Redemption Reserve 
( Interest transferred to Sinking Fund) 


Dec, 31 Profit and Loss Appropriation a/c Dr, 
Debenture Redemption Reserve 
( Profits transferred to Debenture 
Redemption Reserve ) 

Dec. 31 Debenture Stoking Fund 

Investments a/c Dr. 

Bank a/c 

( Rs. 4,71,000 + 18,840 = 4,89,840, 
investments purchased ) 

2002 - 

Dec 31 Bank a/c Dr. 

Interest on Debenture Striking 
Fund Investments a/c 
(Interest received on Investment) 

Dec 31 Interest on Sinking Fund 

Investments a/c Dr. 

Debenture Redemption Reserve 
(Interest transferred to Staking Fund) 

Dec. 31 Profit and Loss Appropriation a/c Dr. 

Debenture Redemption Reserve 
( Profits transferred to Debenture 
Redemption Reserve ) 

Dec. 31 Debenture Staking Fund 

Investments a/c Dr. 

Bank a/c 

(Rs, 4,71,000 + 38,433.60= 5,09.433.60 
Inves tments purchased ) 


2003 
Det 31 


Bank a/c Dr. 

Interest on Debenture Sinktng 
Fund Investments a/c 
( 4 % of Rs. 4,71,000 + Rs. 4,89,840 
+ Rs. 5,09,433.60, Interest received) 


4,71,000 

4,71,000 

18,840 

18,840 

18,840 

18,840 

4,71,000 

4,71,000 

4,89,840 

4,89,840 

38,433.60 

38,433.60 

38,433.60 

38,433.60 

4,71,000' 

4,71,000 

5,09,433,60 

5,09,433,60 

58,810.94 

58,810.94 
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Dec 31 

Intere.st on Sinking Fund 

Investments a/c Dr. 

Debenture Redemption Reserve 
(Intere,st transferred to .Sinking Fund) 


58,810.94 

58,810.94 

Dec. 31 

Profit and Ivoss Appropriation a/c Dr. 

Debenture Redemption Reserve 
( Profits transferred to Debenture 
Redemption Reseive ) 


4,70,915,46 

4,70,915.46 

Dec, 31 

Bank a/c Dr. 

Debenture Sinking Fund 
Investment.s a/c 

Debenture Redemption Resewe 
(Investment sold at profit) 


15,00,000 

14,70,273.60 

29,726.40 

Dec, 31 

10 % Debenture a/c Dr, 

Debentureholders a/c 
( Payment to debentureholders due on 
redemption) 


20,00,000 

20,00,000 

Dec 31 

Debentureholders a/c Dr. 

Bank a/c 

(Payment made to debenture holders) 


20,00,000 

20,00,000 

Dec, 31 

Debenture Redemption Re,serve Dr. 

General Re,serve 
(After redemption, Debenture 
Redemption Reserve Account closed by 
transferring to general reserve) 


20,29,726.40 

20,29,726.40 


Notes to the Solution 


Annual amount to be transferred from profits to Debenture Redemption Reserve 
0.2355 X Rs. 20,00,000 = Rs. 4,71,000' 

Rlustration 24(Preparation of ledger account) 

Shiwaliks Ltd. issued 10,00,000, 7 % debentm-e of Rs. 100 each on April 1, 
2001 redeemable after four years. It has been decided to create Debenture 
Redemption Reserve for this purpose. The Debenture Redemption Striking Fund 
Table shows that Re. 0.221926 invested in 8 % Goverment Securities will amount 
to Re. 1 in 4 years. On March 31, 2005 the balance at bank was Rs. 5,00,00,000. 
The debenture were redeemed according to the terms of offer document. You 
are required to prepare ledger accounts till the debenture are redeemed. 
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Book of ShiwalikB Ltd. 

8 % Debenture Aocount 

Dr. Ci. 


Date 

Particulars 

J.F, 

Amount 

ffis.J 

Date 

Particulars 

J.F. 

Anwunt 

(Rs.) 

2002 

Mar.31 

Balance c/f 

1 

10,00,00.000 

2001 

Apr.l 

Bank 

■ 

10,00,00,000 


Balance c/f 


10.00,00,000 

2002 
Apr. 1 

Balance b/f 


10,00,00,000 

2004 

Mar.31 

Balance c/f 

1 

10,00,00.000 

2003 
Apr. 1 

Bank 


10,00.00,000 

2005 
Mar,31 

Debentureholders 

1 

10.00.00.000 

2004 

Apr.l 

Balance b/f 

1 

10,00,00,000 


Debentureholders Account 

Dr. Cr. 


Date 

Particulars 

8 

Amount 

(Rs.) 

Date 

Particulars 

J. 

K 

Amount 

(Rs.) 

2005 

Mar.31 

Bank 

1 

10,00,00,000 

2005 

Mar,31 

8 %Debentures 

1 

10,00,00,000 


Debenture Redemption Reserve Account 



Amount 

(Rs.) 

Date 

Particulers 

2,21,92,600 

2002 

Mar,31 

Profit and Loss 



Appropriation 

4.61,60,608 

\ 

Apr.l 

2003 

Mar.31 

Balance b/f 

Interest on 
Debenture 
Redemption Sinking 
Fund lnve.stnienLs 
Profit and Loa-s App. 

4,61,60,608 




Amount 

(Rs.l 


2.21,92,600‘ 


2.21.92.600 
17,75,408 

2.21.92.600 


4,61,60,608 
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2004 
Mar. 31 

Balance c/f 

r 

7,20,46,056.64 

2003 
Apr. 1 

2004 
Mar. 31 

Balance b/f 

Interest on 
Debenture 
Redemption Sinking 
Fund Investments 
Profit and Loss App. 


4,61,60,608.00 

36.92,848.64 

2,21,92,600.00 




7,20,46,056.64 




7,20,46,066.64 

2005 
Mar.31 

General Resen^e 


10,00,02,341.17 

2004 
Apr. 1 

2005 
Mar. 3] 

Balance b/f 

Interest on 
Debenture 
Redemption Sinltlng 
Fund Investments 
Profit and Loss a/c. 


720,46,056.64 

57,63,684,53 

2,21,92,600.00 




10,00,02,341.17 




10,00,02,341,17 


Interest on Debenture Redemption Sinking Fund Investment Account 


Dr. Cr. 


Dale 

Particulars 

J.F. 


Date 

Particulers 

J.F. 


2003 
Mar. 31 

Debenture 

Redemption 

Reserve 

1 

17,75,408 

2003 
Mar. 31 

2004 

Bank 

1 

17,75,408 

2004 
Mar. 31 

Debenture 

Redemption 

Reserve 

Debenture 

Redemption 

Reserve 

■ 

36,92,848.64 

Mar. 31 

2005 
Mar. 31 

Bank 

1 

36,92,848,64 

2005 
Mar. 31 

1 

57,63,684.53 

Bank 

1 

57,63,684,53 


Debenture Redemption Sinking Fund Investment Account 


Date Pa7t(culars J.F. 


Bank 

Balance b/f 
Mar. 311 Bank 


2,39,68,008 


4 , 61 , 60.608 


Date 

Particulers 

2002 
Mar. 31 

2003 
Mai-. 31 

Balance c/f 

Balance c/f 


2 , 21 , 92,600 


4,61,60,608 


4 , 61 , 60,608 
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2003 


n 


Apr.l 

2004 
Mar, 31 

Balance b/f 

Bank 

1 

4,61,60,608.00 

2,58,85,448.64 

Mar. 31 

Balance r/f 

1 

7,20,46.056,64 






2005 

Apr.l 


■ 

7,20,46,056.64 


2005 

Bank 


7,20,46.056.64 

Balance, b/f 


7,20.46,058.64 

Mar. 31 

1 

7,20,46,056,64 


Bank Account 


Dr. Cr. 


Date 

Particulars 

yi 

idtlioil/ll 

IRs.) 

Date 

Pariiciilars 

JJ' 

_ 


2005 

Mar.31 

Balance b/f 

Intcre.st on 
Debenture 
Redemption Sinking 
Fund Investment 
Debenture 
Redemption Sinking 
Fund Inve.stment 


5,00,00,000,00 

36.92,848.64 

7.20.46.056.64 

2005 
Mar. 31 

Dt4)L'ntiirt;lu)lders 
Halnricc c/f 


10,00,00,000,00 
2,!57,38,905.28 



■ 

12,57,38.005.28 



■ 

12,57,38,906.28 


' Amount to be appropriated = .221926 x Rs. 10,00.00,000 - Rs. 2,21,92,600. 

It is assumed that Debenture Redemption Sinking Fund Invest emets are sold at no profit 
no loss. 


7.10 Redemption of Convertible Bebenture 

Tlae debenture may be redeemed by converting them Into equity shares as per 
the terms of their issue. The Companies Act prohibits any non-convertible 
poilion of debentme to be redeemed by conversion. This implies that the 
debenture will be redeemed by conversion only tf they were issued as such 
and no cash outflow will take place and hence, tlrere is no requirment of creating 
Debenture Redemption Reserve, Whenever debentures are redeemed by 
conversion, the debenture-holders have to apply for the same. 

SEBl Guidelines require that no company shall issue fully convertible debenture 
(FCDs) having a conversion period of more tlran 36 months unless convei'sion 
Is made optional with ‘Put’ and ' Call’ option. If conversion of the debenture 
takes place at or after 18 months from the date of allotment, but before 36 
months, any conversion In part or whole shall be optional at the hands of 
debentureholders. The premium amount and time of conversion shall be 
determined and disclosed by the issuer company (10.8). In case the convertible 
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portion of any insti-ument such as partly convertible debenture (PCD), fully 
convertible debenture (FCD) etc,, issued by a listed company, the value of 
which exceeds Rs. 50 lalths and whose conversion price was not fixed at the 
time of issue, the holder of such instrument shall be given a compulsory option 
of not converting into equity share capital [10.7.1.2 (1)], Moreover, Conversion 
will be done only in those cases where the instrument holders have sent their 
positive consent and not on the basis of non receipt of then* negative reply. 
However, it will not be applicable in case where capital price is fixed with 
Justification (10.7.1.2). 

Accoimting Treatment 

Following are the Journal entiles to be recorded for discharging obligation in 
respect of convertible debenture ; 

(A) Redemption of debenture at par through conversion into shares : 

g) For amount due to debentureholders 

x% Debenture a/c Dr. 

Debentureholders a/c 

(It} For discharging debentureholders by issue of equity shares at par: 

Debentureholders a/c Dr. 

Equity share capUal a/c 

Or 

(iUj For discharging Debentureholders by issue of equity share at premium ; 

Debentureholders a/c Dr. 

Equity share capital a/c 
Security premium a/c 

Since shares are issued at premium, the number of shares to be issued will be 
equal to the amount of debenture to be redeemed divided by Issue price. 

(B) Redemption of debenture (at premium) through conversion into shares : 

(1} For amount due to debentureholders 

x% debenture a/c Dr. 

Debenture Redemption Premium Dr. 

Debentureholders a/c 

fg) For discharging debentureholders by issue of shares at par : 

Debentureholders a/c Dr. 

Equity share capital a/c 

(Hi) For discharging debentureholders by Issuing share at premium : 
Debentureholders a/c Dr. 

Equity share capital a/c 
Securities premium a/c 
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Illustration 25 (Debenture issued at par and converted into shares issued at 
par) 

Swati Detergents Ltd. issued 90.00,000. 6% debenture of Rs, 100 each 
redeemable after 4 years by converting them into equity shares of Rs. 10 each. 
Record journal entries for issue and redemption of debenture. Ignore entries 
for payment of interest. 

Solution 


Book of Swati Detergents Ltd. 
Journal 


Date 

Particulars 

LF. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

On the 

Bank a/c 

Dr- 

mi 

90,00.00,000 


date of 

Debenture application a/c 




90,00,00,000 

Issue 

( Debenture application money received] 

■ 



On the 






date of 

Debenture application a/c 

Dr. 


90,00,00,000 


Issue 

6 % Debenture a/c 




90,00,00,000 


(Application money transferred to 6% 





debenture account consequent upon 





allotment) 


■ 



On the 

6 % Debenture a/c 

Dr. 

■ 

90,00,00,000 


date of 

Debentureholders 




90,00,00,000 

redem- 

( For amount due to debentureholders 




ption 

on redemption) 


■ 



On the 

Debentureholders a/c 

Dr. 


90,00,00,000 


date of 

Equity share captlal a/c 




90,00,00,000 

redem- 

( For amount due to debentureholders 




ption 

discharge by issue of equity shares) 

■ 




Illustration 26(Debenture issued at par converted into shares issued at premium) 

Rishi and Nishi Ltd. issued 88,00,000, 8 % debenture of Rs. 50 each at a 
premium of 5 % on July 1, 2000 redeemable at par by conversion of debenture 
into shares of Rs, 20 each at a premium of Rs. 2 per share on June 30, 2003. 
Record necessary entries for redemption of debenture. 
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Solution 


Books of Rlshi and Nishi Ltd- 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

2000 

Bank a/c 

Dr. 

■■ 

46,20,00,000 


July 1 

Debenture application a/c 




46,20,00,000 


( Debenture application money received) 




2003 






July 1 

Debentures application a/c 

Dr. 


46,20.00.000 



8 % Debenture a/c 




44,00,00,000 


Securities premium a/c 




2,20,00,000 


(Transferr of Debenture Application to 8% 





Debentui'cs consequent upon allotment) 

■ 



2003 






July 1 

8 % Debenture a/c 

Dr. 


44,00,00,000 



Debeiitureholders a/c 




44,00,00,000 


( For amount due to de.bentureholders on 





redemption) 






Debc.ntureholders a/c 

Dr. 


44.00,00,000 



Equity share captial a/c 




40,00,00,000 


Securities premium a/c 




4,00,00,000 


( Payment due to debentureholders 





dlscliEuged by issuing shares at premium 

■ 




Notes to Solution 

1. No of equity shares to be Issued 

Amount Payable to debenturetolders 
Face Value of shares + Premium on debenture 


2 . 

3. 


Rs, 44,00.00.000 
^ (20 + 2 ) = 22 
Equity share captial = 2, 


= 2,00,00.000 

00,00.000 X Rs, 20 = Rs. 40,00.00.000 


Securities Premium = 2,00,00,000 x Rs. 2 = Rs. 4,00,00,000 


IlliLStration 27(Debenture redeemed at premium by converting into shares issued 
at premium) 

Abhey Taneja Constructions Ltd. have an outstanding balance of 45,00,000 
7 % debenture of Rs. 500 each redeemable at premium of 10 %. According to 
the terms of redemption the company redeemed 20 % of the above debenture 
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by converting them into shares of Rs. 50 each at a jjn niimn of 10 %. Record 
journal entries for the redemption in the books of AblKyraneja Constructions, 

Solution 


Books of Abbey Taneja Constracttf^r 
Journal 


Date 

Particulars 

L.F. 

i k‘hit 
Aiuounl. 
IRsJ 

Credit 

Amount 

(Rs.) 


7 % Debenture a/c Dr. 

Debenture Redemption Premium a/c Dr. 

Debentureholders a/c 
[ Payment due to debentureholders on 
redemption of debenture at premium) 



49.50,00,000 


Debentureholders a/c Dr. 

Share Captlal a/c 

Securities Premium a/c 
( Payment due to debentureholders 
discharged by l.ssulng shares at premium) 


49,50.00,000 

45,00,00,000 

4,50,00,000 


Notes to the Solution 


49,50.000 

1, No. of Shares = Rs'{5o.|.5) “ 90,00,000 

2, Share Capital = 90,00.000 x Rs, 50 = Rs. 45,00,00,000 

3, Securities Premium = 90,00,000 x Rs, 5 = Rs. 4,50,00,000 

C. Redemption oj convertible debenture orriginally issued at a discount : 

In case of redemption of debentm-e by conversion which were originally 
issued at a discount, the actual proceeds received on Issue of debenture 
wHl become due to debentureholders. Thetr liability wlU then be discharged 
through issue of shares. Because, If such debenture are converted into 
shares with the nominal value of debenture, it amounts to issue of shares 
at the same rate of discount at which debenture were originally Issued. 

This can be explained with the help of following example : 

Zeal Ltd. issue 1,00,000, 9 % debenture of Rs. 100 each at a dlsocunt of 
6 % redeemable after 7 yeai'S by converting them into equity shai'es. At the 
time of redemption of these debenture, the holders of debenture shall get equity 
shares worth Rs. 94,00,000, he. the actual proceeds received from such 
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debenturesholders on issue of debenture and not equity shares worth 
Rs, 1.00,00,000 because it will amount to issue of equity shares at a discount, 

niustratiDn 28(Redemption of debentures originally issued at discount) 

On April 1, 2001, Ankits Hardware Ltd. issued 2,00,000, 9% debenture of 
Rs. 100 each at a disocunt of 10 % redeemable after 5 years by converting 
them into equity shares. Record necessary entires for the issue and redemption 
of debenture. 

Solution 


Books of Ankits Haidwaie Ltd. 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

IBIjTM 

Bank a/c Dr. 

Debenture application a/c 
(Debenture application money received) 


18,00,00,000 

18.00,00,000 

Apr, 1 

Debenture appllcaiioii a/c Dr. 

Discount on issue of debenture a/c Dr. 

9 % Debenture a/c 
(Debenture issued at discount 
transferred to 9% debenture account 
consequent upon allotment)) 


18,00,00,000 

2,00,00,000 

20.00,00,000 

2006 
Apr. 1 

9 % Debenture a/c Dr. 

Dlscount on Issue of debenture a/c 
Debentureholders a/c 
( Payment to debentureholders due on 
redemption, equal to the amount of 
actual proceeds recived on Issue of 
debenture from them.) 


20,00.00.000 

2,00.00,000 

18,00,00,000 

Apr. 1 

Debentureholders a/c Dr. 

Share Capital a/c 
( Payment due to debentureholders 
being paid) 


18,00,00,000 

18,00,00,000 
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The Companies Act. 1956 permits the Issuer company to purchase and hold 
or cancel the debenture through open market purchases, obvisouly at 
favourable prices, provided the Articles of Association provide for this. When 
company purchases Its own debetures with no intention to cancel them, it is 
treated like any other Investment and when such debenture are subsequently 
sold in the market it whl be similar to the sale of any other investment, 

A Company may also purchase the debenture with an intention to cancel 
them. It is assumed that the Company has sufficient amount in Debenture 
Redemption Reserve before initiating the purchase of debenture for cancellation, 
The debentures may either be purchased; 

(a] On the. date(s) when interest on tliese debenture is due, or 

(b] On the date(s] between the two Interest dates. 

Therefore, the accounting treatment for purchase of debenture In the two 
situations above will be different due to accrual and non-accrual of interest. 

(A) When purchase of debenture is on due date 

ft) When debenture are purciwusedfor investment purpose, the JolloujIngJournal 

entry is recorded 

Investment In own debenture a/c Dr. 

Bank a/c 

I (II) When own debenture are subsequently sold In the market, following entry is 

recorded 

Bank a/c Dr. 

Investment in own debenture a/c 

Or 

When investment is sold at a price below its purchase price 

Bank a/c Dr. 

Loss on sale of Investment Dr. 

Investment In own debenture a/c 

Or 

When investment is sold at a price below its purchase price 

Bank a/c 

Investment in own debenture a/c 

Gain on sale of investments a/c 

It Is to be noted that gain or loss on sale of investment is transferred to 
profit and loss account. 
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7.11.1 On. Cancellation of Own Debenture «• 

Debenture purchased from the open market will be cancelled only after 
passing the resolution by Board of Directors to this effect. The following Journal 
entries are to be recorded for the cancellation of debenture : 

When debenture are purchased at nominal ualue of debenture 

X % Debenture a/c ' Dr. 

Inveatment In own debenture a/c 

Or 

When own debenture are purchased at price below nominal value of debenture 
X % Debenture a/c Dr. 

Own debenture a/c 
Profit on cancellation a/c 

Balance in profit on cancellation of debenture will be transferred to captlal 
reserve or may be utOlsed to write off discount/loss on issue of debenture. In 
this regard the following journal entry is recorded : 

Gain on cancellation a/c Dr. 

Captlal Re.serve 

Or 

Gain on cancellation a/c Dr. 

Discount/Loss a/c 

Rlustration 29(Own debenture purchased for cancellation) 

LCM Ltd. purchased for cancellation its own 10,00,000, 9% Debenture of Rs. 
500 each at Rs. 480 each. Record necessary Journal entries. 


Solution 


Books of LCM Ltd. 
Journal 


Date 

Particulars 

1 

Own Debenture a/c Dr. 

Bank a/c 

(Purchased Its own debenture 
® Rs. 480 each) 

9 % Debenture a/c Dr. 

Own debenture a/c 

Gain on cancellation 
of debenture a/c 

( Own debenture purchased being 
cancelled) 


Debit 

Credit 

Amount 

Amount 

(Rs.) 

(Rs.J 

48,00,00,000 

48,00,00,000 

50,00,00,000 

48,00,00,000 


2.00,00,000 
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Cain on t;imcellaUon of 
debentures a/c Dr. 

Captlai Reserve 

( Profits on cancellation of debenture 
transferred to capital reserve) 


2 , 00 , 00,000 


2 , 00 , 00,000 


JUustration 30 

Case India Ltd. has outstanding 11,00,000. 10% debentures of Rs. 200 each, 
on April 1, 2003. The Board of Directors have decided to purchase 20 % of 
own debenture for cancellation at Rs.200 each. Record necessary entries for 
the same. 


Solution 


Books of Case India Ltd. 
Journal 


Date 

Particulars 

LF. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Own Debenture a/c Dr. 

Bank a/c 

(Purchased Its own debenture 
® Rs. 200 each] 

■ 

4,40,00,000 

4,40,00,000 


10 % Debenture a/c Dr. 

Own debenture a/c 
( Own debenture purchased are 
cancelled) 

1 

4,40,00,000 

4,40,00,000 


llustration 31 [Purchase of own debenture as investment) 

Sahll Electronics Ltd. has an outstanding balance of 40,00,000, 8% debenture 
of Rs. 100 each and sufficient funds in Debenture Redemption Reserve to 
meet legal requirments. The Boai'd of Directors decided to purchase 1,00,000 
debenture at a price of Rs. 96 for Investments puipose. But after few months 
they took decision to sell them @ Rs. 99 in the market, Record necessaiy 
entries to show above transactions. 
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Solution 


Sohil Electronics Ltd. 
Jouiaal 


Date 

Particulars 


Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Investments In own 
debenture a/c Dr. 

Bank a/c 

(For purchase of investments ) 

1 

96,00.000 

96,00,000 


Bank a/c Dr. 

Gain on sale of investments a/c 
Investments a/c 

(Investemetns in own debenture sold 
at proM) 

1 

99,00,000 

3,00,000 

96,00,000 


Profit on sale of Investments in own 
debenture a/c Dr. 

Profit and Loss a/c 
( Profit on sale of investments 
transferred to profit and loss account) 

1 

3,00,000 

3,00,000 


7.11.2 Purchase of Debenture on a day other than the due date of Interest 
Ex-Interest and Cam-Interest Quotations 

It is assumed that the debenture were purchased immediately after the date of 
payment of interest and therefore no Interest has accrued on the date of 
purchase of debenture. However, in real life, it may not be possible because 
the comapny will be guided by the prices prevailing in the market to its 
advantage. In such a situation the company purchases debenture from the 
market as and when it is beneficial to do so.The interest accrued from the date 
of last payment of interest needs to be considered. 

The problem of ex-interest(exclusive of interest) and cum-lnterest(cumulative 
of interest) arises only when the debenture ai'e purchased on the date(s) other 
than the date(s) on which interest is due. 

In such a situation, total cash to be paid on such debenture need to be bifurcated 
Into the captlal portion (real price) and the revenue portion (interest accured 
from the date last it was paid upto the date of purchase) l.e. the interest for the 
expired period. Therefore, it is very important to know Whether the price quoted 
includes the interest accured or not. If the interest accured is not included in 
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the price quoted, it is known as ex-interest price which is the real price paid 
for tiie debenture, If the interest accured is Included in the price quoted, it is 
called Cum-interest price, which is the total cash paid for the purchase of 
debentures, 'rherefore, from the above the. Ibllowin^f relationships are derived: 

1. Real price = Ex-interest price 

2. Real price+interest accured = Cuiii-interest price 

3. Total cash paid ” Cmn-lntercKst price 

4. Total cash paid = Real price + interest accured 

Following accounting entries are to be recorded ; 

1. For Purdwse of oma detmUure with the actual price paid, ie., Ex-interest or Cim- 


interest 



Own Debenture a/e 

Dr. 

(EX'lntexest price or real 
price) 

Interest on debenture a/e 

Banle a/e 

Dr. 

(Iniere.st accrued) 
ft'otal cash paid) 

Debenture purchased are now betiig cancelled 


X % Debenture a/e 

Own Deljenture a/c 

Gain on cancellation 

Dr. 

(Nominal value of debenture) 
(Real price) 

(DllTerence In nominal value 
and real price) 


Debenture purchased for tinmediate canceUalion 

When debenture are purchased for immediate cancellation, then, the in¬ 
terest on remaining debenture will be paid at the time when interest be¬ 
comes due, 

Ulustration 32(Debenture purchased for immediate cancelation) 

Doorstep Delivery Ltd. has 1,00,000 9 % Debenture of Rs. 100 each outstanding 
on April 1, 2002. The interest Is payable on March 31 and September 30 every 
year, On July 1, 2002 company purchased 8,000 Debentures at Rs. 97 (cum- 
interest) for immediate cancellation. Record Journal entries for purchase of 
debenture and cancellation and payment of interest on September 30, 2002. 
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Solution 


Doorstep Delivery Ltd. 
Journal 


Date 

Particulars 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 

2002 


^■n 



July 1 

Own debenture a/c Dr. 


7,58,000 



Interest on debentureDr. 1 

8,000 




Bank a/c 



7,76.000 


(Own debenture purchased) 




July 1 

9% Debeture a/c Dr. 


8 , 00,000 



Own debenture a/c 



7,58,000 


Profit on cancellation a/c 



42,000 


(Own debenture purchased are now 





cancelled) 




Sept. 30 

Interest on debenture a/c Dr. 


4,14,000* 



Debentureholders a/c 



4,14,000 


(Interest due on debenture) 




Sept. 30 

Debentureholders a/c Dr. 


4,14,000 



Bank a/c 



4,14,000 


(Interest due paid to debentureholders) 




Sept.30 

Profit and Loss a/c Dr. 


4,32,000 



Interest on debenture a/c 



4,32,000 


(For transfer of half yearly Interest) 





Notes to the Solution 

9 6 

1, Interest on Debenture = Rs. 92,00,000 x 77 ^ ^ — 


= Rs. 4,14,000' 

7.11.3 Interest on Own Debenture 

Where the company buys its debenture for cancellation at a later date, the 
interest on debentures payable by the company will consist of ; 

(a) Interest on its own debenture held by the company for cancellation 
wUl be credited to Interest on own debenture and debited to debentures 
interest. At the end of year when the books of accounts are closed, 
interest on own debenture account as it is retained by the company 
Itself, Is closed by transferring it to the credit side of profit and loss 
account. However, if the own debenture are retained as a part of sinking 
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fund investnients, interest on own debenture, account is closed by 
crediting to sinking fund account. 

(b) Interest on debenture held by outsiders will be credited to 
debentureholder.s account and debiting it to profits and loss account, 
On payment of interetst, debcntureholders account is debited and bank 
account is credited. 


AccotmtiBg Treatment 

1. When lnteie.st becomes due on debenture 
Debenture Interest a/c Dr. 

Debcntureholders a/c 

Interest on own debenture 


(Total Interest payable on 

debenture by outsldens as well 
as by company itself.) 

(With the amount of Interest 
payable on the debenture held 
by outsiders) 

[With the amount of interest 
payable, on debenture 
purchased by company Itself) 


2. For payment of Interest to debenturesholdcrs 

Debcntureholders a/c Dr. (Amount of Interest paid to 

outsiders) 

Bank a/c 

3, For transfer of tnterest on own debenture to Proflt and Loss account 

Interest on own debenture a/c Dr. 

Proflt and Loss a/c 

Illustration 33(Interest on own debenture) 

KM Ltd. has an authorised captial of Rs. 1,50,00,000 divided Into equity shares 
of Rs. 10 each and its balance sheet as at March 31, 2003 was as follows : 
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The company decided the followings: 

1. To redeem the 8 % debenture due for redemption on September 30, 
2003 and also to cancel its own debenture. 

2. To pay interest to debentureholders being due on the date of 
redemption. 

Record necessary entries to give effect to the above transactions. 
Solution 


Books Of KM Ltd. 
Journal 


Date 

Particulars 

L.F. 

Debit 

Credit 




Amount 

Amount 

2003 



[Rs.l 

(Rs.) 

Sept 30 

6% Debenture a/c Dr. 


15,00,000 



Debentureholders /r 



15,00,000 


(Amount due on redemplion) 




Sept 30 

Interest on debenture a/c Dr. 
Debentureholders a/c 


1,60,000 

1 ,20,000 


Interest on own debenture a/c 



40,000 


(Interest due on debenture outstanding 
Including own debentureholders as 
Investments) 





Debentureholders a/c Dr. 


1 ,20,000 



Bank a/c 



1 ,20,000 


(Payment of Interest to debentrureholders) 





Interest on own debenture a/c Dr, 


40,000 



Profit and Loss a/c 



40,000 


(transferred of interest on own debenture 
to profit and loss account) 





Profit and Loss a/c Dr. 


1,60,000 



Interest on debenture a/c 



1,60,000 


(Transfer of debenture Interest to profit 
and loss account) 





8 % Debenture a/c Dr. 


5,00,000 



Own debenture a/c 



4,50,000 


Profit on redemption of debenture a/c 
(cancellation of own debenture) 



50,000 


Profit on redemption of debenture a/c Dr, 


50,000 



Capital Reserve 



50,000 


( profit on redemption of debenture Is 
transferred to capital reserve) 
























ACCOUNTANCY 


Debenture Piircfuised and cancelled at the end of the year: 

In such a situation debenture interest will be debited with the amount of 
debenture InterCvSt due on debenture held by outsiders from the time 
since last mterest pajmient was made and interest due on own debenture 
for the period these debenture are held by the company, 

Elustration 34(Purckase and cancellation of omri debenture) 

Cripton India Ltd. has 1.00,000. 9% Debenture of Rs. 100 each outstanding 
on April 1, 2002. The company pays interest on Sept, 30 and March 31 every 
year. Company purchased 10,000 debenture at Rs 96. ( Ex-Interest) on May 1, 
2002. It further purchased 2,000 debenture at Rs. 98 (cum-lnterest) on January 
1, 2003. All these debenture were cancelled on March 31, 2003. Record the 
journal entries for purchase of debenture, payment of interest and cancellation 
of debenture. 


Cripton India Ltd. 
Journal 


Date 

Particulars 


Debit 

Arnoimt 

(RsJ 

Credit 

Amount 

(Rs.) 

2002 
May 1 

Own debenture a/c 

Interest on debenture a/c 

Bank a/c 

(Own debenture purchased) 

Dr. 

Dr, 

1 

9,60,000 

7,500 

9.67,500 

Sept.30 

Interest on debenture a/c Dr. 

Debentureholders a/c 

Interest on own debenture a/c 
(Interest due on debenture) 

1 

4,42,500 

4,05,000 

37,500 

Sept. 30 

Debentureholders a/c 

Bank a/c 

(Interest paid to debentureholders 

Dr. 

1 

4,05,000 

4,05,000 

2003 

Jan.l 

Own debenture a/c 

Interest on debenture a/c 

Bank a/c 

(Own debenture purchased) 

Dr. 

Dr. 

1 

1,91,500 

4,500 

1,96,000 

Mar.31 

Interest on Debenture a/c Dr. 

Debentureholders a/c 

Interest on own debenture a/c 
(Interest due on debenture) 

1 

4,.45,500 

3.96,000 

49,500 
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Mar,31 

Dehentureholders a./c Dr. 

Bank a/c 

(Interest paid to dehentureholders) 

1 

3,96,000 

3,96,000 

Mai'. 31 

Interest on own debenture a/c Dr. 

Profit and Loss a/c 

Interest on own debenture transferred 
to profit and loss account) 

1 

87,000 

87,000 

Mar. 31 

Profit and Loss a/c Dr. 

Interest on Debenture a/c 
(Transfer of debenture interest) 

1 

87,000 

87,000 


Note to the Solution 

1. May 1, 2002 


(1) Interest accrued on debenture purchased 





9 1 

10,000 X Rs. 100 X Yoo^Ii ^ 

Rs. 7,500 

2 . 

Sept. 30, 2002 




(1) 

Interest on debenture 

= 

9 6 

Rs. 90,000 X 100 X ^ = 

Rs, 4,05,000 


held by outsiders 




(U) 

Interest on own debenture 

= 

9 5 

10,000 X Rs. 100 X X — -- 

= Rs. 37,500 

3, 

Jan 1, 2003 





Interest accrued on debenture purchased 




= 

9 3 

2,000 X Rs. 100 X Yoo ^12 

= Rs. 4,500 

4. 

31 March, 2003 




(1) 

Interest on debenture 

= 

9 6 

Rs. 88,00,000 X Y^ ^ Y^ = 

Rs. 3,96,000 


held by outsldCTs 




(11) 

Interest on own debenture 

= 

9 6 

10,00,000 X 100 X 12 

Rs. 45,000 


(m) Interest on own debenture = Rs. 45,000 + Rs. 4,500 = Rs. 49,500. 

Rlustration 35(Own debenture purchased for cancellation) 

On August 1, 2002 Zenith India Ltd. buys 100, 9 % debenture of Rs, 100 at 
Rs. 95 each cum-lnterest, the dates of interest being March 31 and September 
30. Record necessary journal entries when debenture are purchased for 
cancellation 
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Solution 


Books of Zenith India Ltd 
Journal 


■ 

Particulars 

LF. 

_ 

Debit 

Amount 

(Rs.) 



Own Debenture a/c 

Interest on debenture a/e 

Bank a/c 

( Purcha.se of debenture account) 

Dr. 

Dr. 

1 

9.200 

300'^' 

9,5003 


9 % Debentures 

Own delrenture a/c 

Gain on cancellation of 
debenture, a/c 

( For pureha.se of dehenlun; for 
cancellation) 

Dr. 

1 

10,000 

9,200 

800 


Gain on cancellation a/c Dr. 

Caplial Re.scive a/c 
( Gain transferred to Caplial Reserve) 

1 

800 

800 


Notes to the Solution 


1. Interest Is Included In tlie quoted price. 

2 . Intere.st accrued on debenture purchased 

= Rs, 10,000 X — X ™ = Rs. 300 
100 12 

3. Cash paid for debenture = Rs. 100 x Rs. 95 = Rs, 9,500 

( Rs. 9,500 Includes the real price of (the capital portion) the debenture l.e. 
(9,500-300) Rs. 9,200 and Rs. 300 for the revenue portion, i.e,. Interest accrued. 

4. Profit on redemption = Nominal value of debenture - Real price 

of debenture 

= Rs.lO.OOO-Rs. 9.200=-te, 800 

Illusiration 36(Own debenture purchased for cancellation) 

Dhruv India Ltd. buys Rs. 400, 12 % debenture of Rs. 100 at Rs. 95 each, ex- 
Interest on IVIarch 1, 2002, the dates of interest being June 30 and Dec. 31. 
Record necessary entjjes If debenture are purchased for cancellation, 
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Solution 


Books of Dhruav India Ltd. 
Journal 


Date 

Particulars 

■ 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


Own debenture a/c Dr. 

Interest on debenture a/c 

Bank a/c 

( Own debenture purchased) 

1 

38,000 

800'-‘ 

38,800* 


12% Debenture a/c Dr. 

Own debenture a/c 

Gain on cancellation of 
debenture a/c 

(Debenture purchased, ex-fiiterest 
being cancelled) 

1 

40,000 

38,0003 

2,000 


Gain on canceUatlon a/c Dr. 

Captlal Reserve 

(Gain transfen'ed to captlal reserve) 

1 

2,000 

2,000 


Notes to the Solution 


1. Interest for the expired period i.e. from January 1 to March 1 Is excluded from 
tlie quoted price. The Interest will also be paid in addition to purchase price of 
debenture. 

12 2 

2. Interest accrued on debenture purchased = Rs. 40,000 xy^x —= Rs. 800 

3. Real price of debenture = Rs. 400 x Rs. 95 = Rs. 38,000 

4. Total amount payable on purchase of debenture 
= Real price + Interest accrued 

=Rs. 38,000 + Rs. 800 = Rs. 38,800 

5. Profit on redemption = Rs. 40,000 - Rs. 38,000 = Rs. 2,000 

C) Bond with put or call option 

A bond with a put option allows the bondholder to return the bond to the 
Issuing organisation for a cash payment. Such bond are called putable bond. 
For example, IDBl has issued flexibonds with a put option. Whenever, interest 
rate rises in the market it is to the advantage of the bondholder to exercise 
his/her put option to get money back and Invest elsewhere to fetch higher 
returns. In case of corporate bonds, call price is usually above the face value 
in the initial year and decreases over a period of time. The call feature modifies 
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the miiturity and thereby effects ttie yield uii I he .securily. I'he issiier pays a 
prernium for the option of calling the bond hefore* maturity liccause of the 
tlexthihty afforded to the issvuir. Tfie call option also provides advantage of 
reaping the benefits arising oul of favourable markel condition which may not 
beprevadlng at the time ol’maturity. Besides, it activates the treasuiy function 
of the issuer, 

A bond with a call option allows the i.ssuer to reeleem the bond on or after 
specified period but before the full maturity period at a price called “exercise 
price", This is al.so cjilled" Callable bond". Ihe borrower in this case is provided 
with an option to prepay the loan. Thl.s variant of option is beneficial to the 
borrower if the mcU'ket rate of interest declines as he/.she can bon'ow a new 
loan/issue new bc>nd.s with low interest rate and u.se money to retire the 
expensive lojm. llius, call option is seemingly to the advantage of borrower at 
the cost of lender. 'Hrerefore. bonds with call option include penalties for early 
repayment In the form of higher interest rate. 

The accounting entries will be .same as in t^a-se oi' debenlures redemption of 
debenture as discussed in earlier sections. 

Rlustrition 37(Bxercise of call option) 

J.M.K India Ltd. Issued 10,00,000, 7% debenture of Rs. 100 each at par to be 
redeemed at par after ten years. Debentures are callable after 4 years at an 
exercise price of Rs, 102. After five years the company invoked the call option 
and the holders of 25,000 debenture responded to the call option, Record 
necessasiy Journal entries. 

Solution 


Books of J.M.K India Ltd. 
Joximal 


Date 

Partfculors 

L.F. 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rs.) 


On tlie date of issue 





Bank a/c Dr. 

7% Debenture application a/c 
(Money received on application) 

1 

10 ,00,00,000 

10 ,00,00,000 

, 

7% Debenture application a/c Dr. 

7% Debenture a/c 
( Debenture application 
money transferred to 7% debenture 
account consequent upon allotment) 


10 .00,00,000 

10 ,00,00,000 
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On the date lofien debenture are cancelled 





7 % Debenture a/c Dr. 

Loss on Redemption a/c Dr. 

Bank a/c 

( Debenture called under call option) 

1 

25,00,000 

50,000 

25,50.000 


Profit and Loss a/c Dr. 

Loss on Redemption a/c 
( Loss on Redemption of debenture 
transferred to Profit and Loss account) 

1 

50,000 

50,000 


Rlustration 38(Exercise of call option) 

Charlie Ltd. has issued 4,00,000, 9% debenture of Rs. 100 each redeemable 
after 8 years. Debentureholders are given the option to get their debenture 
redeemed at 105 per debenture any time after 314 years. At the end of 4 years, 
debentureholders holding 20,000 debenture exercised their option get their 
debenture redeemed. Record necessary Journal entries. 


Solution 


Books of Charlie 
Journal 


Ltd. 


Date 

Particulars 

L.F, 

Debit 

Amount 

(Rs.) 

Credit 

Amount 

(Rsd 


On the date of issue 






Bank a/c 

Debenture application a/c 
(Receipt of application money) 

Dr. 


4,00,00,000 

4,00,00,000 


On the date of allotment 






Debenture application a/c Dr. 

9 % Debenture a/c 
(Debenture application 
money transferred to 7% Debenture 
consequent upon allotment) 


4.00,00,000 

4,00,00,000 


On the date of exercise of option 






9 % Debenture a/c Dr. 

Loss on redemption a/c Dr. 

Bank a/c 

( Debenture called under call option) 


20 .00,000 

1 ,00,000 

21 ,00,000 


Profit and Loss a/c Dr. 

Loss on redemption a/c 
( Loss on redemption of debenture 
transferred to profit and loss account) 


1 ,00,000 

1 ,00,000 
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faterodueed tti tiie Oha.ptn’ 


Debenture 
Glvarge 

• Floating Charge 

• Deep Discount ISond 

• Deferred Interest ejci^nsf* 

• Collateral Security 

• Discount/loss on issue 

o Redemption out tif profits 
0 Redempllon of Convertible 
debenture 

0 Purchase of debenture 
from open market 
0 Ex-Interest 
0 Call and put option 
0 Draw by lots 
0 Purchase Consideration 


e Bond 
® CouiKin rate. 

« First Charge 
® Trust deed 
B I'^uture Value 
0 Redemption of debenture 
0 Cum-lntere.st 
0 Own debenture 
0 Maturity Date 
0 Principal 
o Zero Coupon Bond 
0 Debentures Stnltlng Fund 
0 Warrants 
0 Fixed Charge 
0 Second Charge 
0 Present and Future Value 




Debenture 

Debenture Is the acknowledgments of di*bt, It Is a loan capital raised by the company 
from general public. A person/hokier of such a written acknowledgment Is called 
debentureholder. 

Bond 

Bond Is similar to debenture.s In lerni.s of contents and texture. 'The only difference 
Is with respect of Issue condition l.e. bonds can be Issued without predetermined 
rate of interest as Is in case of deep discount bonds. 

Charge 

Charge Is an incumbrance to meet the obligation under trust deed under which 
company agrees to mortgage specific portion either byway of flr.st or second charge, 
First charge implies the priority In repayment of loan. Tliose who hold Jirst charge 
against any specific assets will realize th(!lr dues from the net realizable value of 
such assets. Any amount of suiTilus from as.sets given under first charge,will be 
utilized for settling the claims for second chargeholders. 

Types of debenture 

Debentures are of various types such as : secured and unsecured debentures; 
redeemable and perpetual debentures, convertible and non-convertible debentures, 
zero coupon rate and specific rate, 
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Issue of debenture 

Debenture are said to be Issued at par when the amount to be collected on them is 
equal to their nominal on face value. If the issue price is more than nominal or face 
value, It is said to be issued at a premium. If the issue price is less than the 
nominal or face value, it Is said to be Issued on discount. The amount received as 
premium is credited to ‘securities premium account’ whereas amount of discount 
allowed is debited to "loss/discount on Issue” and is Aviltten off over the years. 

Debenture Trust Deed 

Debenture Trust Deed is a document created by the company whereby the trustees 
are appointed to protect the interest of debentureholders before any offer is made 
to the public. 

Notional rate of interest 

Notional rate is a rate at which if the issue price is compounded will become equal 
to the maturity value at the time of redemption of deep discount bonds. 

/ssufi of debenture other than cash 

Sometimes debenture can be issued to vendor or suppliers of patents, copyrights 
and for transfer of Intellectual properly rights on preferential basis without receiving 
money in cash. 

Purchase Consideration 

Purchase Consideration is the amount paid by purchasing company in consideration 
for purchase of assets/business from another enterprise/vendor. 

Collateral Security 

Any security In addition to prlmeny security is called collateral security. 
Redemption of debenture 

Means discharge of liability on accoimt of debenture/bond by repayment ihade to 
debentureholders. Normally, the redemption takes place on the expiry of period for 
which they have been Issued, depending upon the terms and conditions of issue. 

I, Questions and Exercises 

1. Objective type Questions 

State whether the following statements are True’ or ‘False’; 

a) A Company cannot purchase its orvn debenture. 

b) Interest on Debenture Redemption Sinking Fund Investments is 
transferred to Profits and Loss account. 

c) Interest on debenture is payable orrly when company earns profits. 

d) After debenture are redeemed balance of Debenture Redemption Reserve 
is transferred to Capital Reserve. 
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ej Zero CouiKin Bonds arf issued wltliaui a specified rate, 

f] Deep Discount tikiiids arc Issued at pricT noininally below the maturlly 
value. 

gl Debenture Inveslnient Vws nothliijJ to do with terms of redemption. 

h) DeVwnture .Hccured by a charge on assets of the company entitle the 
debenture holdens to take |X)ssesslon of thost* a,ssets even if their payment 
1.S made as iht terms. 

I) Delicnture secured by a floating charges on the assets of the company 
entitle their holders to receive their payment In priority to first charge 
holders from the .sale of .such assets. 

J) Coupon rate Is a specified Interest rate payable on debenture. 

k) Debentures tmslees are appointed to protect the Interest of companies 
Issuing delrenture. 

l) Any individual can be appointed as Debenture tru-Stees. 

m) Debenture cannot Ixi issued without coupon rate. 

n) Primary Sef'urlty and Collateral Security is one and the .same thing, 

o) It is always advisable not to write off the discount/loss on Issue of 
debentures. 

p) Ftedemptlon of debenture Imply the payment of intere-st In time. 

q) Wlienever debenture are redeemed out of profits, an equivalent amount 
will be U'ansfen'ed to Debenture Redemption Reserve. 

r) As per the provisions of the Companies Act, 1956, the company is under 
obligation to create Debenture Redemption Reserve equivalent to 50 % 
of the Debenture Issue before the redemption of debentures takes place. 

s) A company Issuing debenture with maturity period of more than 18 
months require to create Debenture Redemption Reserve. 

t) Debenture Redemption Reserve Is to be created even If debentures are 
redeemed through conversion. 

2. Short Aosuier Questions 

fi) Explain the concept of Debenture. 

d, What do you mean by Issue of debenture as collateral security. 

Itl What do you mean by Trust-Deed' In context of debenture. 

Iv. What are the functions and duties of trustees? 

V. Who can be trustees of Tnist-Deed’? 

vl. What do you mean by ‘Issue of debenture for consideration other than 
cash'? 

vll. What do you mean by 'Issue of debenture at par redeemable at premium’? 

vll. Explain the term redemption of debenture? 
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\dil. Explain in briel call and put option? 

lx. Exijlain in briei trcatmenl of interest on own debenture? 

X. Explain in brief Ex-Interest and Cum-lnterewst. 

3. Essay 'Type Qiiesttons 

I. What do you mean by deferred interest expense? Explain the method of 
computing noUonal interest. 

II. What Is discount/loss on Issue of debenture? Is it essential for the 
company to write off discount/loss on debenture? How will you compute 
the amount to be written off each year? 

III. Explain the different type of Debenture. 

Iv. What do you mean by financing the redemption of debenture? 

V. Explain the meaning and entries for redemption of debenture by 
conversion. 

V. Write a short note on purchase of debenture through open market 
operations. 



4. Goodwill India Ltd. Issued 75,00,000, 6 % Debenture of Rs. 50 each at par- 
payable Rs. 15 on application and Rs. 35 on allotment, redeemable at par 
after 7 years from tlie date of Issue of debenture. Record necessary entries in 
the books of Company. 

5. Samriti Ltd. Issued 50,00,000, 8 % Debenture of Rs. 100 each, payable on 
application and redeemable at par any time after 6 years. Record necessary 
entries for Issue of debenture in the books of Samriti Ltd. 

6 . Anushree Ltd. issued 90,00,000, 9% Debenture of Rs. 50 each at a discoimt 
of a % redeemable at par any time after 9 years. Record necessary entries In 
the books of Anushree Ltd. 

7. Rohan Chemicals Ltd, of Mumbai issued 1,00,00,000, 10% Debenture of 
Rs. 100 each at premium of 10% on April 1,2003 Payable Rs. 40 on application 
andRs. 70 on allotment. Debenture are redeemable on March 31,2010. Record 
necessary entries to record issue of debenture assuming that the Issue is 
fully subscribed and all the money due Is received. 

8 . Traditional products Ltd. offered 2,00,000, 8% Debenture of Rs. 500 each on 
June 30, 2002 at a premium of 10 % payable as Rs. 200 on application 
(Including premium) and balance on allotment, redeemable at pat after 8 
years. But application are received for 3,00,000 debenture and the allotment 
Is made on pro-rata basis. All the money due on application and allotment is 
received. Record necessary entries regarding Issue of debenture. 

9. Athlre Cosmetics Ltd. Issued 5,00,000, 9% Debenture of Rs. 1,000 each on 
April 1, 2003 redeemable at a pretnlum of 8% after 10 years. According to the 
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irrins ot [n Hh. 400 Is (mi ;qn*li<:atU)n and balance on allotment 

f'i . ’Kccnrd rniric"*- rct'ardniij, Issue of debentures. 

HI, I'ii! h'4ci h Lid. offered 20.00.(KJO. lijlli Debenture of Ks, 200 each at a discount 
of 7 V redeemable at premium of 8 '% an»>r 9 years. Record n£;ce.s.sary i>nti-le,s 
In the books of RicTi.slecIi Ltd. 

IL Madhu Aztech Ltd. issued 40,000 zero coupon bond of the face value of 
Bs. 1,000 efU'h rnaturaflnt^ after 7 years al an ls.sue prlee of Rs. 583. Record 
iiecessary entiles r«‘gardiut!; issue, of debenture and treatment of lntere.st in 
the books of the above coinpany. 

12. Monga Ltd. took over a.s.sets of Rs. 9,00.00,000 and llabilltie.s of 
Rs. 3.00,00.000 of Sita Ltd. and Is.sued 8 % Debenture of Rs. 100 each, Record 
necc.s.sary (uitries in the IkhiRs of Monga Ltd. 

13. JM travels Lid. Ixmglit a nuichlnciy for Rs. 4,00,00,000 and assumed liabilities 
worth R.S. 70.00.000 from Good Luck Ltd. and issued 6 % Debenture of 
Rs. 1,000 each a preiiUuin of lO'ki. Record nt'cessary enLrle.s In the Irooks of 
JM travels Ltd. 

14. Garlma Ltd. obtained a term loan from IDBI of 4,00,00,000 for a period of 6 
years <ii) 11 % p.a. 'I'hc loan Is .se(.'nred by a mortgage of plant and machinery 
.since IDBI was not satisfied with .security of plant and machlneiy, the company 
issued 1,00.000 lO'Mt Debenture of Rs. 100 each as collateral securily. Record 
necessaiy cntrie.s in the lxK)k.s of Clailma Ltd. Intending payment of Interest 
on loan taken from IDBI. How this loan from IDBI and Issue of debenture as 
collaleral aecurlly will be reported In the* books of eomptmy. 

15. You are considering the purchase of 18 year Zero Coupon Bond with face 
value, of Rs. l.OOO.'What would you be willing to pay if your required rate of 
return is 11 %? 

16. Phoolwaii Ltd. raised a loan of Rs. 40 cores on April 1, 1999 @ 10 % p.a. 
payable quarterly on June 30, September 30, December 31 and March 31, 
repayable after 4 years and mortgage factory land as primary securily. The 
company has given 11 % Debentures for Rs. 20 crores as collateral securities. 
As the company's financial position was not good. It could not pay Interest on 
loan with effect from July 1, 2002 onwards. The Company was also not In a 
position to repay the loan on due date. The lender took over the possession of 
factory land at Rs. 35 crores and Invoked his right vested in debentures of the 
Company as collateral security on September 30, 2003, Record Journal entries 
to give effect to above transactions. 

17. Ashwathl Ltd, Issued 40,00,000 10 % Debenture of FLs. 50 each at a discount 
of 8 % on April 1, 2000, redeemable In four equal annual in.slallmenls starting 
with March 31, 2003. .Securities premium account shows a balance of 
70,00,000. Compute, the amount of dlscount/loss to be written off and also 
record the journal entries In the books of Ashwathl Ltd. 

18. Anlmr Jewellery Ltd. Issued 50,00,000 8 % Debenture of Rs. 100 at a discount 
of 6 % on April 1, 2000 redeemable at premium of 4 % by draw of lots as 
under; 
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20,00,000 Debenture on March 31, 2002 
10,00,000 Debenture on March 31, 2004 
20,00,000 Debenture on Mai'ch 31, 2005 

Compute the amount of discount to be written off in each year till debenture 
are paid. Also prepare discount/loss on Issue of debenture account. 

19. Chummun Company Ltd. Issued 10.0,00,000, 6 % Debenture of Rs, 100 each 
at a discount of 6 % on April 1, 2001 redeemable at the end of fourth year. 
Record necessary Journal entries to record the issue of debentures and writing 
off discount on issue of debenture. 

20. Nii'bhal Chemicals Ltd. Issued 20,00,000, 6% Debenture of Rs. 50 each at a 
premium of 8% on June 30, 2003 redeemable on June 30. 2004. The issue 
was fully subscribed. Record necessary entries for issue and redemption of 
debentures. How much amount of debenture. Redemption Reserve is to be 
created before redemption of debenture? 

21. AFCONs India Ltd, (an Infrastructure company) issued 50,00,000, 9% 
Debenture of Rs. 20 each on April 1, 2002 redeemable on April 1, 2008. How 
much amount of Debenture Redemption. Reserve is required before the 
redemption of debenture? Also record journal entries for issue and redemption 
of debenture. 

22. Swat! Textiles Corporation Ltd. has outstanding Rs. 5000,00,000, 9% 
Debenture divided into debenture of Rs. 100 each due for redemption on 
March 31, 2004. Record necessary journal entries regarding redemption 
assuming that there is a balance of Rs. 30,000,000 is Debenture Redemption 
Reserve account on the date of redemption. 

23. Pragatl Enterprises Ltd. Issued 3,500,000, 6 V 2 % debenture of Rs. 100 each 
on October 1, 2002 redeemable tn give equal annual installments starting 
with March 31, 2006. The Board decides to transfer to Deberiture Redemption 
Reserve Rs. 50,00,000 and Rs. 40,000.000 on March 31, 2003 and 2004 
respectively and balance required to be transferred to Debentures Redemption 
Reseives on March 31,2005, Record necessary journal entries. 

24. Kusum Steel Industries Ltd. issued 21,00,000, 7V^% Debenture of Rs. 100 
each on Marxh 31,2002 redeemable at a premium of 8% on June. 2009. The 
Board of Directors decided to transfer the required amount to Debenture 
Redemption Reserve in three eqUEil annual installment starting with March 
31, 2007. Record necessary journal entries regarding issue and redemption 
of debenture. 

25. Alcanksha Enterprises Ltd. Issued 100.000,000, 6% Debenture of Rs. 10 each 
on September 1,2001 redeemable at 9 premium of 7% as under ; 

On March 31, 2005 500,00,000 Debenture 

On March 31, 2007 250,00,000 Debenture 

On March 31, 2009 250,00.000 Debenture 

The Board of Directors has also decided to transfer the required amount to 
Debenture Redemption Reseive in four equal armual installment starting with 
March 31, 2002. Record necessary journal entries. 
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ilf ii Ud. Issnwi 75.()O.CKM). 5% (IclKTilurt: of Rs. 50 each redeemable 

.nu i ,1 yaira mnverf Isrif Uicvii intti sfiares of Hh, 20 (‘aeh. Record necessary 

|ottri»l artrSM for h>.mir anri rcdi-rnpllon of tUdrcnlnrc. 

27. Shtvani Industries Ltd. issued 42,00,(KX), 7‘Ki defrenture of R.s. 100 each at a 
premturo of UMi nii Oct 1.2002 redeeinaljlc fry ( orir'crsloii of delreriture into 
shares of Rs. 10 each at a prenilunr of 5% on ,lnn!> 30, 2006, Record Necessary 
entries to record alKive transacllrrns. 

28. Rohan Constnictlriiis Idd, have on outstanding balance of 60,00.000, 9% 
debenture ofRs. 2(X) each on March 31. 2003 rcdeeinable at a premium of 
10"/p. As per terms of the redemption of delrenfure the Company has decided 
to redeem Its 60*l'b debeirture by eonvertiiig them Into shares of Rs. 100 each 
at a premium of 20<lt> on March 31, 2005. Recor d necessary entries r'egarding 
redemption. 

29. Soirall Tcle-enlerfjiise.s Ltd. I.ssued 12,00,000, H% debenture of Rs. 1,000 
each at a dtscormt of H'/j % on St;plc*mb("r 1.2003 r edeemable after 6 ycar.s by 
conver.slon Into ecprlty .shartss. Record neeessary tuitrde.s to record above 
transac lions. 

30. Sure.sh Ltd. purchased for caneellatlon Its own 8CX).0()0, 7% debenture of 
200 each at Rs. 160 per delxTiture. Record necessary errtrles. 

31. Gagrm Ltd. ha.s out.standtng 42.00.fKX). 9% dehruiUrre of R.s. 100 each on 
September 10. 2004, 'lire Bttard of directors decided to pitrcha.sf! 1,00,000 of 
Its own debenture for cancellation @ Rs. 100 each. Record al>ove lran,sactions 
Is the books. 

32. Gunjan constnrctlon.s Ltd. Issued 18,00,000. 7¥j. debenture of Rs, 500 each. 
The Board of directors decided to purchase 80,000 debenture at a price of 
Rs. 485 each for Investment purpo.se. After few rironth, they have decided to 
.sell off these debenttire @ Rs. 510 each In the market. Rexord rrece.ssary 
entries to show above transactions a.ssumlng sufficient balance In Debenture 
Redemption Reserve as per legal requirements. 

33. Indu films Ltd. purchased 50,000, 9% debenture of R.s. 100 at Rs. 92 each 
cum-intere.st, the dates of Interest being June 30 and December. 31, on 
September 1, 2003. Record necessary entries assuming that debenture aix 
purchased for cancellatfon. 

34. Sunil and Sunlta Ltd, buys 1,25,000 816 % debenture of R,s. 50 each at 
Rs, 44 each ex-lnterest, on June 30, 2004, liitere.st payable on debenture on 
April 1 every year. Record rrecessary entries asaunilirg debentures purchased 
are for cancellation, 

35. Garrisons Ltd. Issues 23,00,000, 716 % debenlure of Rs. 1,000 each at par 
redeemable at par alter 7 years. Debenture are callable after 3 years at an 
exercise price of Rs. 1,040. At the end of fourth year tlie company called in 
debenture for redemption of the nominal value of Rs, 50,00,00.000. Record 
necessary entries to show the above transactions. 
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36. Williams Ltd. issued 20,00.00,000, 6V^ % debenture of Rs. 20 each redeemable 
after 10 years. Debentureholder are given the option to get debenture redeemed 
at Rs. 22 per debenture any time after 5 years. At the end of 6 years 
debentureholders holding 1,00,00,000 debenture and at the end of 7 years 
holders of 50.00,000 debenture exercised their option to get their debenture 
redeemed. Record necessary Journal entries. 

37. Rlcha fashion Ltd. Issued 20,00,000, 8% debenture of Rs. 100 each on April 
1,2002 redeemable after 4 years. It has been decided to create Debenture 
Redemption Reserve for the purpose of redemption of debenture. The Sinking 
Ihind Tables shows that Rs. 0-2155 Invested in 10% securities will amount to Rs. 
1 in four years. On March 31, 2006 the balance at Bank was Rs. 7,00 00,000. 
Tire debenture were redeemed as per terms of the offer document. 

You are required to record the necessary Journal entries and also prepare 
ledger accounts require to close the books till the redemption of debenture. 

38. Goodway Paper Ltd. issued 500,000, 5 % debenture of Rs. 500 each on March 
31, 2003 redeemable after 3 years. For this purpose, the company established 
a Debenture Redemption Reserve. The Investments are expected to realise 6% 
p.a, Interest. Sinktng Fund Tables show that Rs. 0.31411 invested annually 
at 6 % Interest will amount to Rs. 1 in three years. On March 31. 2006, 
investments realised at a profit of 20% and the bank balance was 
Rs. 1,00,00,000 after receipt of Interest. The debentiire were paid off as per 
terms of redemption decided on issue of debenture. 

Record necessary Journal entries and prepare ledger accounts necessary to 
show above, transactions. 

Answers 


1. True ; (b), (e), (f), (g), Q). (k). (m). (o), (r), (s), (t). 

False ; (a), (c), (d). (h). (1), (1). (n), (p), (q), 

9. Loss on issue ; Rs. 40,000,000 

10. Loss on issue ; Rs. 600,00,000 

13. No. of 6% debenture to be issued = Rs. 30,000- 

14. Interest of Rs. 44,00,000 p.a. will be paid for 6 years till the redemption of 
debenture takes place. 

16, InterCvSt accrued till September 30. 2003 wUl be Rs. 5,00,00,000, Lenders wtll 
Invoke theft rights In 11% debenture kept as collateral securities to the ex¬ 
tent of Rs. 10,00,00,000. 

17. Discount/Loss written off ; 

March 31. 2001 Rs. 20,00,000 

March 31, 2002 Rs. 20,00,000 



ACCOUNTANCY 




Hs, 20,(X),000 

Is 31. 2004 

Rs, 15.00.000 

MftirJh 31. ,'2005 

K.S. 10.00,000 

Mau'ch 31. '3000 

Rs. 500.0(KJ 

Etecounl/Uiss to be written nff 


March .31. 2001 

Rs. 125.00,000 

March 31. 2002 

Rs. 125.00.000 

Mm-ch 31. 2003 

Rs. 125.00,000 

March 31. 2004 

Rs. 75.00.000 

March 31, 2005 

Rs. 50.00,000 

Dlscoiint to l>c written off ■. 


March 31. 2002 

K.S. 150.00,000 

March 31. 2003 

Rs. 150.00,000 

March 31. 2004 

Rs. 150.00.000 

Mjirch 31, 200,5 

Rs. 150.00,000 


20- No Debenture Redemption RestUTe to be created 

21. No DelK'nture ReclernpLIon Rest?rve to be created 

22. Debenture Redemption Re.serv(; of Rs. 2200,00,000 to be created before the 
redemption begln.s. 

23. Balance Debenture I’tedemptlon Re.scr\'e of Rs. 1300,00.000 to be on Mrrch 
31, 2005 

24. Debenture Redemption Reserve to be created I^. follows : 

March 31. 2007 Rs. 3,50,00,000 

March 31. 2008 Rs. 3.50,00,000 

March 31, 2009 Rs, 3.50,00,000 

27. No. of shares to be Issued Rs, 4,40,00,000 

28. No. of shares to be Issued Rs. 55,00,000 

29. Amount payable to debentureholders on redemption Rs. 1,09,80,00,000 

30. Transfer to capital reserve Rs. 32,00,000 

32. Proht on sale of own debenture Rs. 32,00,000. 

33. Gain on cancellation of own debenture Rs, 4,75,000. 

34. Interest on debenture Rs. 1,32,812,5. 

Gain on cancellation Rs. 7,50,000, 

35. Loss on redemption Rs. 2,00,00,000 
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36, Loss on redemption Rs. 3,00,00,000... 

37, Sinking Fund ; 

March 31, 2004 Rs. 43,10,000 

March 31, 2005 Rs. 90.51,000 

March 31, 2006 Rs. 42,66,100 

Sinking Fund Balance Rs. 20,00,27,100 

38, Slnldng Fund : Rs. 7,85,27,500 

Interest on sinking fund Investment March 31, 2005 Rs. 47,11,650 
Gain on sale Rs, 3,23,53,330 

Sale value of debenture redemption investment fund Rs, 19,411,980 
Balance transferred to General Resei-ve Rs. 2,82,353,470 
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